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matured companies* this has involved some amount of 
theoretical discussion as well as collection and 
analysis of statistical data. 

I talce this opportunity to express my gratitude 
and thanks to Dr G* Balakrishnan of the Heseardi and 
Statistics Division, Oos^any Law Board, lew Delhi 
permitted me to utilise the material in his Department 
and also rendered valuable suggestions during my stay 
at Hew Delhi. I am also thankful to iSiri Sat i ah Kumar 
of Delhi College for his help in data collection and 
to Shri S.M. Dugar, fomerly the Begistrar df Joint 



(lii) 


stock Companies, Hew Delhi for his supplying useful 
material on the subject* 1 am also highly indebted 
to HQT two teachers in the Department of Commerce and 
Business Administration, Dni¥ersity of Allahabads 
Shri Sa^at P* Sin^, my research guide, for his 
valuable guidance, and, Dr A*N* Agarwala for his kind 
encouragement * 

Allahabad 
Septwiber 1, 1967* 



COKTMTS 


Page 

Paraface ii 
List of fables iv 
List of Figures irii 
List of Appendices viii 


Chapter 

1* Introduction 1 

2» Financing A He«r Coi^ax]^ 6 

3» Capital Issues by leir Costpanies 12 

4* floatation Cost of Issues 67 

Part Two 

§• Essentials of Fund Flow Analysis 36 

6* Fund Flow Analysis of lew Cou^janies 97 

Part Three 

7# Optlaal Capital Structure 153 

8* Analysis of Capital Stspucture of lew 166 

Coipanies 

Part Four 

©• Stoffiaary of Findings 204 

Appendices 217 

Bibliograph;ir 246 


Table 5 


Title 


S Page 



Initial Issues by Public limited 
Companies 

3 

T#l,2. 

Initial Issues during April 1956 
to March 1961 

4 

T#3,l. 

Initial Capital Issues b;^ lew 

Companies 

13 

T*3*2. 

Further Issues by New Companies 

17 

T.3*3# 

Security-wise Classification of 

Initial Issues 

19 

!i! 

Proportions of different Securities 

20 

T#3«@» 

Denomination of Ordinary Shares 

24 

T*3.6* 

Denomination of Ordinary Shares 

Size- wise 

24 

T*3#7# 

Issue of Preference Shares - Terms 
and Conditions 

26 

T*3.8t 

Issue of Deb^tures 

33 

T #3*9* 

Initial Capital Issues — Size-wise 
Classification 

35 

T*3.10# 

Proportions of Capital Issues laidor 
Different Sizes 

36 

T*3*ll. 

Size-outt-Security-wise Classification 
of Initial Issues 

38 

T*3*12« 

Proportions of Securities - Size-cum- 
Security-wise 

39 

T*3*13» 

Groap-wiaie Subscription to Initial 
Issues 

41 

T*3«14« 

PK>portions of Participation by 
Differed Agencies 

42 




Title 


Table I 


T • 3 • IS « 

Participation According to Size 
of Initial Issues 

45 

T,3,16* 

Security-wise Participation of 
Different Agencies in Initial 

Issue Subscriptions 

47 

T.3*17* 

Extent of Participation by Different 
Agencies in Initial Issues 

49 

T,3.18. 

Subscribers to Further Issues 

SO 

T#3*19, 

Underwriting of Initial Issues 

63 

T #3* 20# 

Underwriting of Total Issues Hon- 
Public Issues and Public Issues 
(Proportions) 

56 

T*3«21# 

Underwriting of Total Issues, Hon- 
Public Issues and Public Issues - 
Security-wise (Pit>portions) 

66 

T*3#22# 

Rates of Itoderwriting Commission 

69 

T*3*23# 

Underwriting activity and Size of 
Initial Issues 

61 

T#3#24# 

Institutional Participation in 
Underwriting of Initial Issues 

64 

T#«*l* 

noatation Cost of Initial Issues 

68 

T#4#2« 

Variability in Floatation Cost 

70 

T •^•d# 

Floatation Cost According to 

Size of Issues 

72 

T#4*4. 

Variability in Floatation Cost 
According to Size of Issues 

74 

T*4#6# 

Floatation Cost on Further Issues 

76 

T»4«^6* 

Classification of Floatation Coat 
on Initial Issues 

79 



Title 


j- 

Table I 

L 


1 

I Page 


T.4,7# 

Classification of Floatation Cost 
According to Size of Issues 

81 


Classification of Floatation Cost 
on Further Issues 

83 


Sumiaarized Fund Flow Statement of 

All Hew Companies 

99 

T *S # 

ar 

Fund Flows in Small f Medium and Large 
Size Companies (Percentages) 

12? 


Aggregate Balance-atieet of All Hew 
Companies 

167 

!l!f4fSii 2# 

Capital Structure of All Hew Con^janies 

170 

I#8#3# 

Aggregate Balance-Sheets of Small, 
Medium and Large Size Companies 

186 

T#8»4t 

Capital Structure of Small, Medium 
and Large Size Companies 

187 

T#8ii3* 

Leverage Batios 

188 






List of Figures 


!~ 

Tiga.r@i Title 

_J 


I 

i Page 

I 


F#3a. 

Capital Issues by lew Coi3:5)anies 

14 

F.4.1* 

Floatation Cost of Initial Issues 

69 

F •'4* 2* 

Floatation Cost According to Size 
of Issues 

73 

F.sa, 

Relationship Between Sources and 

Cses of Funds 

124 

F.7.1. 

Leverage and Capitalization Hate 

163 

F »3«1* 

Leverage Ratios in the Capital 
Structure of New Companies 

172 

P*8.2* 

Relationship Between Fixed Assets 
and Long-Term Capital 

182 

F.8*3. 

Leverage Ratios in Small, Medium 
and Large Cos^anles 

189 


(viii) 

List of Appendices 


j " " " “I 

Appendix I Title I 

I J 


A»l* 

Consolidated Balance-Sheet of All Hew 
Companies 

217 

A«2« 

Stataaent of Balance-Sheet Changes of 

All Hew Companies 

220 

A#3 • 

Consolidated Balance-Stieet of Small 

Size Cou^anies 

222 

A*4* 

Statement of Balance-Sheet Changes of 
Small Size Companies 

224 

A«5, 

Stammarized Fund Flow Statement of 

Small Size Coiipanies 

226 

A«6ii 

Consolidated Balance-Sheet of Mediina 

Size Companies 

227 

A.7. 

Statement of Balance-Sheet Changes of 
Hedium Size Companies 

229 

A*3* 

Summarized Fund flow Stat«ent of 

Medium Size Companies 

231 

A»9* 

Consolidated Balance-Sheet of Large 

Silse Companies 

232 

A*10. 

Statement of Balance-Sheet Changes of 
Large Size Companies 

234 

A»ll* 

Summarized Fund Flow Statement of 

Large Size Conpanies 

236 

A*12« 

List of Companies Included in the Study 

237 






chapter om 


Int TO duct ion 

The present study has been designed to analyse 
the financing of new companies. , It is divided into the 
following four parts* 

(i) Capital Issues} 

(ii) Fund Flows} 

(iii) Capital Structure} and 

(iv) Summary of Findings* 

Part one includes four chapters* In the first 
chapter^ the plan of the study is explained* The second 
chapter discusses theoretical aspects of raising finance 
for a new company* In the third chapter, capital issues 
of new companies have been analysed and interpreted. 
Floatation costs of these issues have been discussed in 
the fourth chapter. 

Part two includes two chapters. In the fifth 
chapter theoretical aspects of fund flow analysis are 
discussed. The sixth chapter contains anal^^is and 
conclusions regarding fund flows of new companies daring 
first four years of their existence. 

Part three .ncludes seventh and eighth chapters* 
The seventh chapter discusses the theoretical aspects of 


optimal capital structure* The eighth chapter contains 
analysis and interpretation of the pattern of ^capital 
structure of new companies during first four years t?f 
their existence* 

Part four includes only one chapter. In this 
chapter all important conclusions of the study are put 
together* 

This study covers t>ose congianies which were 
promoted during April 1956 to March 1961 and had issued 
and advertised their first prospectuses in press during 
this period* Thus, it excludes private companies and 
companies in the public sector* Besides, financial and 
investment companies which have different type of 
financing pattern have also been excluded* 

Information regarding published prospectuses was 
gathered from the Research and Statistics Division of the 
Company Law Board, Mew Delhi, newspapers, and financial 
and economic periodicals. Effort has been made to cover 
maximum number of coagjanies issuing and advertising 
their prospectuses during the period* 

Official flata on companies are arailable In terms 

of existing comprmies or new registrations, but not in 
terms of first prospectuses issued and advertised. The 
Controller of Capital Issues, the Registrars of Joint 
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Stock Companies and the Research and Statistics Division 
of the Con^any Law Board do not publish information about 
companies Issuing and advertising their prospectuses* 
However, since 1961, the Research and Statistics Division 
of the Company Law Board has been carrying on some analysis 
for all companies taken together, new and existing ones, 
on the basis of prospectuses issued and advertised* 

The Reserve Bank of India Bulletin of February 1961 
and June 1964 contained certain figures on initial issues 
made during 1956 to 1961. These figures are given in 
Table T.1.1. 

Table T.1.1. $ Initial Issues by Public Limited Comoanies 


Year 

Humber of Gtoispanies 

Amount (&. in lakhs) 

1956 

10 

450 

1957 

6 

40 

1958 

9 

*610 

1959 

14 

1250 

1960 

33 

2961 

1961 

S3 

3652^ 

Total 

124 

8836 


Source* Reserve Bank of India Bul let ins ^ February 


1961 iand June 1964. 
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AS against figures for initial issues appearing in 
Table T*l#l^ figures relating to initial issues included 
in this study are contained in Table T*l*2* 

Table T*l*2.s Initial Issues During April 1956 to March 1961 


Year 

Number of issues**" 

Amount (I’s* in lakhs) 

1966-67 

9 

340*0 

1967-68 

4 

62.1 

1958-59 

4 

640*0 

1959-60 

12 

2220*5 

1960-61 

23 

2249,0 

Total 

67 

6401*6 


Initial issues made through issue and adveartisement 
of first prospectuses in press during the period* 

||lt |i( 

Ordinary and preference shares and debaatures 
issued at a time have been regarded as one issue# 

Comparison of Table T#1.2. with Table T*l.l. 
indicates that coverage of two studies is almost the 
same* The little difference is perhaps lar^^ly due to 
the differences in the periods covered* 

The Reserve Bank of India publishes regular studies 
on company finances in its monthly Bulletins, studies 
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relating to * Finances of Smll Public Limited Ckjmpaulos' 
and * Finances of Indian Joint Stock Companies* are of 
special interest in this context. Two samples include 
1016 companies and 1333 companies respectively. Since 
the coverage of both the studies is fairly extensive, 
their averages can be reasonably treated as the normal 
for matured companies for comparison with averages of 
infant companies covered in the pyesent study. isJherover 
it has been found meaningful, the results of this study 
have been compared with those of the Reserve Bank of 
India studies. 



CHAPTER TWO 


Financing A Nev ConiDany 

Any proposal to start a new business needs first to 

be exaiained in terms of its technical and market feasibility. 

If on these tests it turns out to be sound, the next step 

is to work out the resource requirements and the capital 

necessary to acquire those resources. Along with this one 

can also work out profitability of the proposal in terms 

of the rate of return. Once these estimates are made, the 

plan for raising the needed finance can be worked out. In 

order* to do this, one has to seek answers to several questions 

How much of different types of capital, fixed and working, 

the business is likely to need during future years and when? 

What different sources can be tapped in order to raise 

necessary capital so as to be available at the time when it 

will be needed? How far the capital market conditions will 

determine the choice among dlffermit sourc’es of raising the 

capital? How can the balance between risk, income and control 

be achieved under different mixes of capital to be raised! 

as between ordinary shares, preference shares,- debentures, 

term loans, etc.? VSiat would be the impact of various 

contracts for raising capital on the liquidity position in 

* 

future? Would present decisions minimize the cost of capital 
and result in a balanced capital structure and leave enough, 
leeway for expansion in future? Answering these questions 


in concrete figures is the plan for raising initial 
capital really involves. 

In this connection, example of a company under study 
can be cited. The company, Anil Hard Boards, Ltd,, estimat- 
ed its initial capital requirements as follows* 


Reoairements (Hs, in lalshs) 

Property and Assets 40,30 

Carriage, Insurance, Taxes, Customs, etc. 5,56 

Cost of Land, Rail Roads, etc. 2.90 

Cost of Building 10,30 

Cost of Erection 2,63 

Working Capital 6.30 

2?otal 


A very large part (about 91^) of capital requir^aents 
in this case are of fixed nature. Further, the con^any 
proposed to raise major portion (about 5^) of its capital 
requirements through purely long-term sources as follows* 

Sources of Capital (Hs, in lakhs) 

Issue of Ordinary Shares .30,00 

Issue of Preference Shares ^0,00 

Deferred Payments (arranged with 23,00 

the suppliers of machinery) 


Total 


68.00 
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Estiiaating capital requirements is the first step 
Capital to be raised is adequate if it meets all the 
initial requirements of the corspany* The adequacy of 
capital, therefore, will depend upon the estimate of capital 
requirements of the coipany* The company in question has 
estimated the cost of installing the plant (property, assets, 
carriage, insurance, land, rail roads, cost of erection, 
ete«) at fe*61»70 lakhs* Once this qost has been worked out, 
the next step is to estimate the working capital requirements. 
Certain amount of working capital is very essential for 
starting the operations of an enterprise* Besides, the 
revenue (and funds) generating capacity of a company in the 
first few years is usually poor* Hence, working capital in 
adequate aiiount has to be included in the estimate of 
initial capital requirements of a company* If a company 
fails to provide for adeciuate world.ng capital, it would be 
starting with a very weak financial base. The coa^any in 
question has also included wrking capital in its estimate 
of initial capital requirements, though its adequacy cannot 
be judged on the basis of information at hand# 

Again the problem iss Is it possible for the company 
to raise the estimated amount of capital? There are alter- 
native sources of capital and each source has different 
bearing on risk, income and control, a company will chouse 
that mix of alternative sources ’s^ich makes possible the 
maintaiance of balance between risk, income and control* 



Ordinary ^are issues have direct bearing on voting |jower 
of shareholders and the earoings/dividend per share* 

Though their inclusion in any combination of alternative 
sources is Inescapable but additional issues after certain 
limit would lower down the rate of dividend to ordinary 
shareholders and would dilute the controlling power* But 
low proportion of ordinary share capital would cover less 
risk from creditors* point of view borrowed capital 
might be available at a higher rate of interest to 
compensate for higher risk* 

Debentures affect risk and income differently 
because interest is a deductible item for tax purposes* 

On the one hand, they have leverage effect on shareholders 
income* But debentures or any other type of debt capital 
require certain conditions to be fulfilled, which usually 
restrict further borrowings and the rate of interest rises 
as Security margin declines* Further, default in payment 
of interest or repayment of principal would turn the firm 
insolvent* Therefore, the proportion of this source in 
total sources has to be limited* 

Taking peculiarities of the capital mar^tet into 
account, a combination of sources of capital has to be 
worked out and the capital has to be raised accordingly* 

If the combination is sudi that it does not get proper 
response in the' capital market, it is unrealistic. For 
instance, the company in question has chosen ordinary and 
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preference shares and deferred payments as the sources of 
capital* Instead of debenture issues or direct long-term 
loans, it preferred deferred credit from the suppliers. 

The coH^any»s preference for such type of combination mi^t 
be due to fear of inadequate market response for debentures 
or higher cost of term loans. With the limited information 
at hand, it is difficult to say as to Tishat prevented ( or 
tempted) the company from issuing debentures or to negotiate 
term loans* 

Borrowed capital may be raised from long-term as w^l 
as from short-term sources, long-term sources may involve 
repayment of capital after a long time, while short-term 
loans have necessarily to be repaid in near future, and, 
therefore, the firm has to maintain sufficient liquidity to 
avoid any default. The balance between short-term and long- 
term capital will very much depend upon the degree of risk 
involved. The degree of risk, in turn, would also affect 
the cost of particular source of capital.* During initial 
years, a firm may avoid short-tem loans because of its 
weak liquidity position, but as years pass, short-tem 
loans might get an increasingly bigger place 4.n the capital 
structure of a company. 

A firm has to 'minimize its cost of capital subject 
to maintenance of balance between risk, income and control, 
and the constraints imposed by the market conditions* uiach 
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alternative source or mix of sources affects these 
differently. Further, a firm aims at survival as well 
as growth in future. Therefore, initial financing plan 
in general, and the choice of sources of raising capital 
in particular, should be such that enough flexibility is 
built into its capital structure permitting wide range of 
choices in future as the firai grows and raises more capital. 



CHAPTER THREE 


.Capital Issues b'y Nev Companies 

Capital Issues by new companies have been divided 
into two groups* initial issues and further issues. 
Initial issues are made for the first time by a coa^any 
at the time of promotionj further issues are made 
subsequent to initial issues. 

Information regarding initial Issues has been 
collected from the prospectuses appearing in press, 
company balance-sheets and annual reports. 

Only twenty seven companies under study made 
further issues within first four years of their existence. 
Informiation on further issues has been obtained from 
company balance-sheets and annual reports. 

lumber and Am ount of Issues 

.Initial. .Issues 

Table T.3.I. contains figures relating to initial 
issues during the period under review. 
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Table T»3*l»s Initial Capital Issues by Hev Compaalos * 


Year 

lumber of issues 

Amount (Ife. in lakhs) 

1956-57 

9 

340*0 

1957-58 

4 

52.1 


4 

540.0 

1959-60 

12 

2220.6 

1960-61 

2B 

2249.0 

Total 

67 

5401.6 


♦Issue of different secuzlties initially aiade at 
a time has been regarded as a single issue. 


This Table reveals large variation in number and 
amount of issues from year to year. The amounts of 
initial issues in different years have been graphed in 
Figure P.3*l. and a trend line has been fittedi 
y a -725.6 4 603.6 x* 
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Althoagh the trend line shows a steep rise,' there 
are significant variations around it* For instance, in 
1957-68, there was a significant fall in amoimt as well 
as number of issues. Reasons for this fall might he 
attributed toj great uncertainty resulting from the 
passage of the Gon^anies (Amendment) Act, 1956, increase 
in income tax rates in November, 1956 and May, 1957, and, 
introduction of Wealth Tax on companies. 

However, from the beglning of 1968, the conditions 
began to take a turn with bright «ied prospects of 
foreign aid and expectation of bonus shares from some 
leading cou^anies. Ihe reduction in excise duty in March, 
1958, discontinuance of the Cospulsory Deposit Scheme for 
companies, various export-pK)motion measures adopted by 
the Government from time to time and withdrawl of wealth 
tax on companies were interpreted by market as indicative 
of a welcome ^ange in the Government's attitude towards 
the private sector. Year 1959-60 can b’e taken to be the 
year ^len favourable market conditions had actually set in.* 


♦1. ICaRRs Capital Market in a Planned EconoW* 1^6; 

Chapter 4, pp. 27-30. 

Tndia 

2. Reserve Bank of/ Bulletin, February, 1961, pp. 165-6. 





The above analysis brings out two import ant* points. 
First, the amount of capital raised through initial issues 
shows a 'Steeply rising trend. This is accounted for by 
the programmes for accelerated industrialization during 
the period. Second, there are two clearly marked phases 
around the trend line. In the beglning the actual amount 
is below the linej later it is above it. This is accounted 
for by two opposite climates in tlws capital market# Thus, 
it can be concluded that when market conditions are 
unfavourable, the number and amount of initial capital 
issues are below the average, but as conditions turn 
favourable, they go up above the average. 

Further Issues 

Out of fifty seven coi^anies making initial issues, 
twenty seven companies made further issues amounting to 
ils .1399.9 lakhs within first four years of their existence* 
Out of these, two belonged to those which made initial 
issues in 1956-57, three each to those which made initial 
issues in 1957-68 and 1958-59, ei^t to those idiich made 
initial issues in 1959-60 and eleven to those ^Mlch made 
initial issues in 1960-61. 

Table T.3.I. contains figures shot-jing the pattern 
of further issues by new coH^anies during first four years 
of their existence* 




fllumberlAfflount iHumberlAiaoimt I 

L_- 


340.0 


331.^6 


369.6 

102.1 

871.0 


mo. 6 



These figures indicate that the percentages of 
further issues to total capital issues had been 
fluctuating from year to year. In aggregate^ 20*6 per 
cent of total capital issues were further issues during 
first four years of* coa^ianles* existence. 

In 1956-57, the impact of .unfavourable market 
conditions restraining the companies from raising adequate 
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initial capital is not in evidence because reliance on 
further Issues by companies raising their initial capital 
during this year was the lowest (8 per cent)* HowevePs 
the situation dianged in 1957-58 yfetea only limited number 
of companies (four) were started with inadequate capital* 
They raised 49 per cent of their total issued capital 
through further issues vihen market conditions turned 
favourable# This tendency continued in 1958-59, though 
the market conditions were begining to take a favourable 
turn# Companies started in 1958-69 raised 38 per cent 
of their total issued capital through further issues# 

In 1959-60 and 1960-61, when favourable market conditions 
were fully set in, companies raised adequate aimsunt of 
initial capital and their reliance on further issues 
during first four years after initial issue was 
considerably reduced. 

Thus, it can be concluded that market conditions 
does affect the percentages of initial •ana further 
issues though the impact may work out with some time lag. 

gecurity-wise da ssjf icat ion o f Capital I ss ue^ 
Initial Issues 

Table T*3*3# contains figures relating to 
security-wise break-up of initial issues. 
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Table T*3*3*i Security-ialse Glasslfloation of Initial Issues 


(fe. in lakhs) 


- J “ 

1 1 

Year plumber 1 AiiK>unt 

1 I 

I _ 1 

1 

I 

1 

Securities 


lOrdinary 

ishares 

iPref erence iDebentures 

.Jsharcs | 

1956-67 

9 

340.0 

220.0 

113,0 

7,0 

1957-68 

4 

52,1 

39.3 

10.0 

2.8 

1958-59 

4 

640.0 

630,0 

10,0 

nil 

1969-60 

12 

2220,6 

1742.6 

478,0 

nil 

1960-61 

28 

2249,0 

2018.0 

231,0 

nil 


Total 67 6401,6 4549,8 842.0 9.8 


These figures indicate that during this period, 
ordinary share capital was predominant! small capital 
was raised throu^^ preference shares; and debentures 
were nil in last three years of the period. 

Table T*3,3, is rearranged as Table T,3,4, 
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fable T*3*4.i Proportions of rdfferent Secaritieig 


’I 

5 

Year i 

Securities 



i Ordinary 

5 shares 

I Preference 
i shares 

Foebentures'' 

A 


1960-67 0.64) 

) (0.695) 
1957-68 0.75) 

0.34) 

) (0.266) 
0.19) 

0.02) 

)(0.04) 

0.06) 


1958-59 0.98 

0.02 

nil 


1969-60 0.78) 

)(0.34) 

1960-61 0.90) 

0.22) 

)(0.16) 

0*10) 

nil) 

)(0.00) 

nil) 


Total 0.84 

0.16 




Notes Figures id. thin smaller braces are 


the averages of proportions. 

Table T.3.4. reveals two important points. One, 
proportion of ordinary share capital was predominant 
in all the years, but subject to wide year-to-year 
fluctuations. Two, averages of proportions of 
different securities differed significantly between 
two periods* ij^en the capital market was gloomy and 
when the capital market was favourable. The averages 
of proportions of ordinary share capital, p|>eference 
share capital and debenture capital were 0.696, 0.^6 
and 0.040, respectively, during the years 1966-67’ and 
1957-53 and 0.84, 0.16 and 0.00^ respectively, during 
1959-60 and 1960-61. 1968-69 has been treated as 

transitional year. 
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normally a csompany would like to raise 
initially the risk capital and avoid fixed-obligation 
capital** 

During 1956-57 and 1957-53, when the capital 
market condition was unfavourable, there mii^t ha’ e 
been a feeling that response for risk capital mi^t 
not be satisfactory. Perhaps investors might prefer 
fixed income securities (preference shares and 
debentures)* fable T.3*3. does shoii that the 
coa^anies started during 1966-57 and 1957-58 had to 
include preference shares and debentures in their 
financial plans. In fact, the percentage of these 
two put together was as hi^ as 30.5. But the 
companies started during favourable years raised 
only 16 per cent of their capital through preference 
shares; and debentures were conypletely excluded. 

Two ii^ortant conclusions emerge. One, \*tien 
capital market condition is unfavourable, companies 
might not get adequate market response for risk 
capital, therefore, they might raise a larger portion 
of their initial capital through pr 0 feren<^e shares and 
debentures. Two, under favouraole market conditions. 


*For further discussion on this point see p.aA. infra 
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when companies anticipate adequate marlcet response, 
they might raise most of their initial capital through 
ordinary shares and exclude debentures completely* 
Capital market condition not only affects the number 
and amount of issues but also the choice of securities 
through which capital is raised. 

Further Issues 

Out of fe*1399,9 lakhs of further issues, 

Es* 1195 *4' lakhs (8S.4 per cent) was raised through 
ordinary shares, Bs.119,5 lakhs (8*5 per cent) throu^ 
preference shares and fe*86 lalshs (6 per cent) through 
debentures. Even here, preference for risk capital 
was high, as major portion of capital was raised 
through ordinary afliares. This can be attributed to 
three reasons* One, most of the companies started 
during 1956-57 and 1957-58 might still be trying to 
make-up for sufficient risk capital (through ordinary 
shares). Two, this study covers oal;^ first four 
years of existence of a company, and the time to 
introduce and raise proportion of fixed-obligation 
capital mij^t not have ripped yet. Three, it might 
be due to general unpopularily of debent u:res in India. 

Therefore*, the security pattern of further 
issues does not show any significant departure from 
initial issues. It can be expected to change oiily 
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when a company has crossed the stage of infancy* 

Analysis of Initial Issue of Securities 
Ordinary Shares 

Ordinary shareholders are entitled to certain 
ri#its, e.g*, right to dividends, ri#tt to voting, 
pre-eiaptive rights, etc. fhese rii^ts cannot be 
deniedi they can only be restricted subject to 
provisions of articles of association of a company. 
Besides, all the ordinary shares inflict certain 
liabilities on shareholders, e.g., the payment of 
subscription against the purchase price of shares, etc. 

AS shown in table T.3.S., coa^anies under study 
issued ordinary shares of different denominations. 
Apparently the denomination of fe.lOO was most popular.* 


♦According to Reserve Bank of India study January 1951 - 
June 1960, fe.lO was the most popular denomination of 
ordinary shares (igf. Reserve Bank of India Bulletin . 
February 1961, p.l71). The difference between two 
findings might be due to differences in two samples. 
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fable f.3.S,i Danogdnation of Ordinary Sba 3 ;>es 


Tear Total initial issues Daioialnations (P5») 
of ordinary shares 2 10 50 100 


1956-57 

9 

1 

1 

1 

6 

1957-58 

4 

1 

2 

nil 

1 

1958-59 

4 

nil 

1 

ail 

3 

1959-60 

12 

<iil 

4 

nil 

a 

1960-61 

23 

nil 

11 

nil 

17 

Total 

57 

2 

m 

B 

35 


Table T»3*5* is rearranged according to size of 
issues as Table T.3*6. in three size-groups* 


Table T*3*6.* Denomination.of.....Ordinary. Shares - Siz.e-.i?i.s@ 



Total initial 

Denominations (Os.; 

Size of initial issues 

issues of 
ordinary shares 

2 

10 

SO 

100 

CJp %o ft 10 l^Mis 

7 

1 

5 

nil 

1 

02*11 laMis - 83.100 
laMis 

37 

1 

12 

1 

23 

Above 8s*100 lakhs 

13 

nil 

2 

nil 

11 

Total 

57 

2 

19 

A 

36 


Thus, it turns out that denomimtion of 7s » 10 
was iQost popular in small issues and denominatioj.! of 






&#100 in Mg issues. The size-effect on denoinination 
of ordinal:^ shares might be due to difficulties 
experienced by small companies in raising their capital. 
Big investors are likely to prefer large issues of big 
coa^anlos. Small companies are usually led to attract 
funds from a wide circle of middle-class public through 
shares of lower denominations. 

Preference Sfaargs 

Table T.3.7* contains figures relating to the 
classification of initial issues of preference shares 
on the basis of terms and conditions of issues. 


Table T.3.7.S Issu 










Table T#3*7<.s (Continued) 



•Figures have been taken tTom prospectuses and 
balance-sheets of the companies. 

This Table shows that out of twenty five 
preference issues, twenty issues were tax-free and 
remaining five Issues were taxable# Siioilarly, out 
of total preference issues, twenty two were redeemable 
(seven within ten years, seven within ten to fifteen 
years and eight after fifteen years) and the remaining 
three were irredeemable# Again, of the total prefer^ce 
issues, twenty three were cumulativei two had preferen- 
tial claim with regard to capital returo at winding 
only one entitled the shareholders to participate in 
surplus profits# Out of twenty five issues, twenty 
three were of fe#100 denomination*, one each of Bs#SO 
and &#10 dmomination* 

Year-wise, in 1956-67, all the eight preference 
issues were tax- free | and the rate of dividerid was 6 
per cent on five issues, 7 per cent on two issues and 
7#S per cent on one issue. Six issues were redeemable. 


•The Heserve Bank of India study on capita*, issues, 
1951-60 also concludes the denomination of .'b.lOC? on 
prefer^ce shares as the most popular denomination 
(cf » Beserve Bank of India Bulletin, February 1961# 


p.l71)» 



mostly after fifteen years, cuaiilative and of ite.lOO 
denomination* 

In 1957-5S, both the preference issues were tax- 
free, with dividend at 7*5 per cent and 8 per cent rates 
redeeiaable, cumulative and of Es«100 denomination* 

In 1958-69, only one preference issue was made 
which was taxable, promising dividend at 8 per cent 
rate, cumulative, redeemable and of f(S#100 denomination* 

In 1959-60, out of seven total preference issues, 
five were tax-free, carrying dividend at 6 per cent, 

6*5 per cent and 7 per cent rates and rataaining two were 
taxable with 9 per cent and 9*5 per c«it dividend rates. 
All the issues were redeemable, cumulative and of Es#100 
denomination* 

In 1960-61, out of sev«a issues, five were tax- 
free, carrying dividend at 6*25 per cent, 7 per cent 
and 9*3 per cent rates and remaining two were taxable 
with dividend at 9*3 per cent and 9,5 per cent rates* 

Of these, six were redeemablej one was coxivertible 
into ordinary shares 5 one ms carrying preferential 
claim with regard to capital return on winding up| and 
all were of fe ,100 denomination. 



Further, figures contained in the Table T«3*7* 
indicate that the proportion of companies making preference 
issues was higher during 1956-57 and 1957-68 as 
compared to 1968—59, 1969—60 and 1960-61* Change in 
proportions of preference issues during two periods 
can be attributed to two possible reasons* One, short 
supply of risk capital under unfavourable market 
conditions mi^t have compelled the companies to issue 
preference shares and debentures and approach a wider 
class of investors* Ifiider such conditions, the more 
diversified the issue, the better might be the chances 
of its success* Two, dividend rates for preference 
shares are likely to be influenced by the prevailing 
rate of interest in the laarket* In May 1957, Bank 
Rate was raised from 3*6 per cent to 4 per cent* With 
the ‘Revival of Monetary Policy*, investors anticipated 
further rise in interest rates. Thus, pre'ference 
share capital could be raised only at. a higher 
dividend rates* But raising dividend rates means 
narrowing the leverage advantage* Hence these forces 
mi^t have resulted in lower proportion of preference 
issues during last three years of the peric^* 

Further, during 1966-57 and 1967-58, all the 
preference issues were tax-free but during 1968-59, 

1969-60 and 1960-61, taxable issues were also made* 
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Change in tax feature of preference issues is 
presumably due to cdiange in taxation policy of the 
Govemiaent. Ihe Finance Act, 1959 introduced the Hew 
Scheme of Company Taxation under T«toich the tax 
liability of shardbolders was to have no relation 
with the tax payable by the company* Under the 
new sdieme, the tax was to be deducted at a flat 
ratei in assessing the shareholdhrs , any excess that 
had been deducted at source was to be refunded to the 
shareholder* This reduced the difference in effective 
rates of dividends for tax-free and taxable issues* 
Besides, rates of tax deduction at source were subject 
to variation from time to time* Because tax-free 
issues are much affected by these rates, risk to the 
shareholder as well as the coagjany went up* As a 
result, tax-free preference issues became less popular 
during last three years of the period** 

It is also clear from Table T*3,7* that the 
rates of dividend on preference shares varied from 
year to year and from issue to issue* Rising trend 

i -| ---irr-irni- -nif ■r-Ti — ■-rr'i - ** - 

faraporevala, R.J*, The Hew Scheme Company 

Taxs.tiQH.t a , statistical and . Bgo.hQM.c._..Aimlysl.s of „.,!xt.§ 

Imali cations and Effects * The Association of Indian 
Trade and Industry, Bombay, pp* 30-3* 







Of diTTidenfi rates from year to year laight be due to 
rising rates of interest* As far as variation in 
dividend rates within same year and iinder similar 
market conditions is concerned, it might be due to 
qualitative differences in issues of different 
companies. 

Thus, it can be concluded that* one, the 
proportion of preference shares was possibly 
influenced by the condition of capital market and 
the long-term monetary policyj two, tax feature of 
preference shares was affected by the taxation policy 
of the Government I and three, variation in dividend 
rates can be attributed to the prevailing rates of 
interest in the market and the quality of issues* 

Table T*3*8« contains figures resting to 
terms and conditions of debenture issues* 
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lable T*3»8,* Issue of Debentures 


Year 

T 

^'Tum- 

Iber 

i 

i , 

IMim 

1 Hedemption 

1 period! upto 

1 12 years 

i 

19S6-S7 

1 

nil 

nil 

1 nil 

1 

1 

1967-58 

2 

1 

1 

1 1 

niX 

2 

1958-59 

nil 

nil 

nil 

nil nil 

• 

nil 

nil 

1959-60 

nil 

nil 

nil 

nil nil 

nil 

nil 

1960-61 

nil 

nil 

nil 

nil nil 

ixJLX 

nil 

Total 

3 

1 

1 

2 1 

1 

s 


Out of three issues, one was secured against 
land and building and the remaining two were secured 
by (i) first fixed charge on the iiasjovable property, 
floating charge on other assets and undertalcing of 
the company! first mortgage of estate and also 

by floating diarge on other assets* All three issues 
were guaranteed by Managing Agonts/Secretarlos and 
Treasurers and/or Managing Director and/or Directors* 

It is significant to note that all ^hese 
debenture issues related to tea and coffee compand »s, 
Besides, the size. of companies in two issues was 
below Pjs*5 lakbs} in one issue it was Fs* 2 < 5 .S lalchs* 








CJnder normal <x)nditions a comparer would n6t 
be ¥erj keen to issue debentures initially* As the 
figures in Table T*3*8* show, debentures were issued 
only under unfavourable market conditions -» by a 
particular type of coa^anies* 

Unpopularity of debenture issues at the 
initial stage can be attributed to five possible 
reasons# One, generally a company does not hope to 
earn profits in the first few years of existence# 
Debentures at this stage might involve a negative 
leverage* Tw, a coa^any cannot postpone the 
interest payment on debentures; arrears might lead 
to insolvency* It is likely to raise the capitaliza- 
tion rate# Unless hi^er capitalization rate is off- 
set by hi^er rate of earnings, market price of 
shares mi^t go very low# Three, debentures carry 
certain constraints in the form of fixed and floating 
charges wiiich might unduly restrict future borrowing 
capacity of the company# Four, in the context of low 
profits or no pK>fits, tax-shield from interest payment 
would also be negligible# Five, due to general 
unpopularity of debentures in India, a comp'any is likely 
to be hesitant to issue debentures* 

A company might like to issue debentures 
initially only •Aen other alternatives are not ea^ected 
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to fetch adequate capital* In later years, isifeen 
profitability improves and leverage possibility is 
slgaificaat, a coa^any mii^t like to go in for 
additional capital through debentures. 

Size-wise Classification of Initial Issues 

Capital issues are again divided into three size- 
groupss smll, medium and large •• Table T*3*9* contains 
figures relating to the nuaiber and amount of issues 
under different size-groups. 

Table T.3.9*f Initial Capital Issues - .Si..z.eTWis.e 
Classification 

— I ■ I l .i.l ■ ■ III.— 

I Sizeof issues 

ICJpIto S • 10 laMis • 11 I'aMis-' iAbove" '^s • i Total 

Year I fe.lQO lakhs fiOO lakhs j 

0um-l Amosint 

— ^ ^ 1130x1 Sberi Iberl 


1966-67 

1 

7.5 

8 

332.5 

nil 

nil 

9 

340.0 

1957-58 

3 

12.1 

1 

40.0 

nil 

nil 

4 

62.1 


nil 

nil 

2 

75.0 

• 

£ 

465.0 

4 

540.0 

1969-60 

1 

nil 

6 

277.5 

6 

1943.0 

12 

2250.5 

1960-61 

3 

11^2011 

20 

879.0 

5 

1340.0 

28 

2249,0 

Total 

7 

49.6 

37 

1604.0 

13 

374^.0 57 5401.6 


Figures appearing in Table T.3,9. indicate 
that the number and aioaunt of issues varied from year 
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to year imder different size-groups. During 1956-67 
and 1957-68, there was no big issue %diile in 1968-^9, 
1959-60 and 1960-61, as joany as thirteen big issues 
were niad©| small issues were negligible during these 
years . 


Table T*3*9, is rearranged as Table T*3*10* 

Table T*3*10.s Proportions of Capital Issues Onder 

Different Sizes 


Year 

i 

1 

Size of issues 



H 

m 

Meditm I 

._J. 


1956-57 

o.oao) 


0.980) 

nil) 


)(0.125) 


) (0.876) 

) (0.000) 

1967-58 

0.830) 


0.770) 

nil) 

1958-69 

nil 


O.ldO 

0.860 

1959-60 

nil) 


0.185) 

0.875) 


) (0.005) 


) (0.862) 

) (0.733) 

1960-61 

0.010 ) 


0.400) 

0.590) 

Total 

0.010 ' 


0*295 

0.696 


lotet figures within smaller braces are averages 


of proportions. 


Figures in Table T.3.10. indicate that the 
effect of market condition on the size of issues *was 
considerable. During the unfa/ourable market period, 
pwportions of small, medium and large issues weres 

e 

0.135, 0.375, 0.000, respectively! during favourable 








period} they wares 0*006, 0*262 and 0*733, respectively* 
Probably due to high market risk under unfavourable 
market conditions, no company floated large issues | 
during favourable period, as many as eleven large 
issues were made as against three small issues* 

Average size of issues during two periods? Ss.S*2 lakhs 
(unfavourable market period) and Ps*113*l lakhs 
(favourable market period) also* substantiate the 
conclusion that the size of issues was influenced by 
market condition. Besides, large issues contributed 
more than two thirds of the total initial issues, 
though their number was only thirteen# 

Thus, tw> conclusions emergei one, size of 
capital issues ws influenced by the capital market 
condition, two, large issues contributed major 
portion of total capital raised through initial 
issues* 

Size^.ua?Se®urity>wise Classification of ...Initial. ..Is-^.ues 


Table T*3*ll* contains figures relating to 
size-'cum-security-wise classification of initial issues* 
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Table T*3«.ll** Size*CuiB«»S 6 eiirit y-»¥ls e Classi f 1 cation 

of Initial Issues 

(&• in lakhs) 

1 1 

Size of Issues I Type of secarlties i 

^Ordinary iPref erence iDeben- 3 Total 
Ishares I shares Itures I 

-J I l_ I 


Op to !b#10 lakhs 

44.2 

2,6 

2,3 

49,6 

f^#ll lakhs- 
Fi 3#100 lakiis 

1370,5 

226,5 

7,0 

1604,0 

Above 4 % #100 
lakhs 

3135 #1 

612,9 

nil 

3748.0 

Total 

4549,8 

842#0 

9,8 

5401.6 


They show that ordinary shares were pre- 
dominant in all the size-groups# Further, they ^ 
indicate that debenture issues were negatively 
related to size of issues# These conclusions tally 
with and support the earlier analysis of market 
climate, i#e*, favourable market conditions leading 
to initial issues of large size, and, large size 
issues and favourable market conditions being 
associated with shying away from debentures* 

Table T*3#ll# is rearranged as Tabie T*3#12. 
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Table T*3*12.s Proportions of Securities - sxge-giM- 

Securitv-wlse 


r 

L 

Type of securities 

Size of Issues lOrdinary 

1 shares 

_ _ 1L_ 

CP reference 

1 shares 

1 

Ibebentures 

1 

J 

Jp to 1^*10 lakhs 

0.890 

0.050 


0,060 

lb. 11 lakhs- 
fe.lOO lakhs 

0*860 

0.139 


0*001 

Above P5.100 
lakhs 

0*836 

0*164 


nil 

Total 

0*843 

0,155 


0*002 


Table T*3«12» indicates that the proportions 
of ordinary shares decreased slii^tly idth the 
increase in size of issues j for preference shares 
they increased slightly with the increase in size 
of issues. This relationship Is obviously not 
significant} it aight be due to larger capacity of 
large coaapanies to pick up higher proportions of 
s«l-fixed securities* Consequently, the proportions 
as between different securities varied slightly for 
three size-groups of issues* These variitions are 
not significant enough to suggest a relationship 
between the size of issue and the secuxlty ails of 
initial issues* 
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Only one conclusion is clearly evident i 
ordinary shares were predominant in ail the size- 
groups* 

Participation of Different Agenci es in the 
Raising of Initial Capital by lew Companies 

Following ave agencies participated in 
initial capital issues by new cbmpanies: 

(i) Proaoters, Directors, Managing Agents, 

Signatories to the Meiaorandum of Association, 
etc«$ 

<ii) Foreign Collaborators! 

(iii) Financial Institutions! 

(iv) Government! and 

(v) Public* 

Table T*3.13. contains figures relating to 
the extent of participation by different agencies* 
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Table f*3*13*s Group-wise Subscription to Initial 

Capital Issues 


Ti.111 . ^tSii I 


Year 

, *.*>.,,»***., 

i 

1 lon-public subscribers 



Ipublic 

1 

i 

1 

1 Total 
i 

1 - 

iPromo- 

Iters, 

letc* 

i 

iFo reign iFinan- )Govem*|subs- 
icollabo-icial Iment Icribers 

Orators |institu4 1 

J Stions i i 

1956-57 

152.9 

- 

0m 

- 

187.1 

340.0 

1957-58 

15.0 

3.0 

25.0, 

- 

9.1 

62.1 

1958-59 

60.5 

154.5 

103.7 

- 

221,3 

540.0 

1959-60 

720.6 

312*1 

10>0 

HWi 

1177.8 

2220,6 

1960-61 

622*2 

267*8 

437.0 

15.0 

907*0 

2249,0 

Total 

1571 • 2 




2502.3 

6401.6 


Table T*3*13* shows that foreign collaboration 
was nil in 1956-67 and insignificant in 1957-58* 

During the five-year period, participation by Government 
was negligible* 


Table T*3*13* is rearranged as Table T*3*14* 





fable f*3*14,» 
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♦Giapta, L.C*, 'file Financing Pattern of Hew 
Con^anles in India, 1956-63* An Analysis of 
Prospectuses*, Artha ¥i.1nana « ¥oluae 8 , lo* 85 
September, 1966 • This study shows that the 
extent of foreign participation was 24^*2 per 
cent during 1956-59 and 83*2 per cent daring 
1960-63# But it includes long-term loans and 
deferred credit fiom foreigd collaborators 
which have been excluded in the present study# 
Hence difference in the percmtages of two 
studies* 

Two important points emerge from Table T#3#14* 
One, the share of non-public participation declined 
under favourable market conditions, consequently 
raising the share of public participation# Two, it 
is significant to note that ii^iile non-public 
participation as a group declined under fa''’'oura 0 le 
market conditions, as betwem its constituents the 
share of foreign collaborators went-u^* These can 
presumably be due to hiipier risk under unfavourable 
market conditions# In the face of such ri*se iii risk, 
it is likely that the non-public group mighl be 
persuade to subscribe more and only small amount, 
might be solicited from public in the market# Cinder 
favourable conditions, risk of market response is not 
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90 high# Therefore, share of aon-publio (as agaiast 
public) subscription is likely to fall* Year 1968-59 
represents transition from unfavourable to favourable 
market conditions# In this year, the share of foreign 
participation was very hi^ presumably because of 
liberal allocation of foreign exchange* 

Thus, it can be concluded that the capital 
market condition affects the shares of participation 
by different agencies in capital issues, though the 
margin of difference is narrow* More unfavourable the 
capital market condition, the less ajuount is likely 
to be offered to public for subscription and more to 
non-public subscribers* 

Participation., Accordin/i to size Q.f .Is.s.us;s 

Table T*3*16* contains figures relating to the 
amounts of initial issue subscriptions by differmt 
agencies as classified into three size-groups. 



Table f.S.lSi Participat ion According %Q SAjlq of 
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This Table shows that in cas© of siaall size 
issues, 36 #4 per cent of total issued capital was 
subscribed by proaioters, etc* and remaining 64#6 per 
cent was subscribed by public* In case of medium 
size issues, 42 per cent of total capital was subscribed 
by promoters, etc., 5.3 per cent by foreign collabora- 
tors, 7.4 per cent by financial institutions and 
46.3 per cent by public* In caffe of large-size issues, 
23 »8 per cent of total capital was subscribed by 
proaK)t«rs, etc*, 17.3 per cent by foreign collabora- 
tors, 12*2 per cent by financial institutions, 0.4 
per cent by Government and 46*8 per cent by public* 

In case of smll issues participation was 
limited to public and promoters, etc. presumably 
because unwillingness of financial institutions and 
foreign collaborators to participate in these issues* 

The percentage share of subscription by 
foreign collaborators and financial institutions 
increased with the increase in size of issues. 

This clearly establishes their preference for large 
size issues* 

Thus, the. extent of participation by 
financial Institutions and foreign collaborators 
was larger on large issues. Percentage subscription 
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by promoters, etc. was lower on large issues as 
compared to medium and small issues* Small companies 
approached only a limited number of non-public 
sources for subscription* 


SecuritT-wise Participation of Different Agencies -in 
Initial Issues 

Table T*3.16. contains figures relating to 
security-wise participation by different agencies 
in initial issues# 


Table T*3#16*J Security-wise Participation of Different 

Agencies in Initial Issue Subscriptions 

, 

Subscribers j Securities j 

|0 rdinary # reference iDebentur es I Total 



Ishares 

i 

Ishares 

1 

1 

J,., 


I 



Promoters, 

etc* 

1S09*8 

(33^) 

61.4 

(7S!) 


nil 

1571*2 

Foreign 

collaborators 

727*4 

imo 

10.0 

(15^) 


nil 

737*4 

Financial 

institutions 

457*0 

(10^) 

118*7 


nil 

575*0 

Government 

16*0 

(1^) 

nil 


nil 

15*0 

Public 

1840*6 

(41^) 

651*9 

(78^) 


9*8 . 

(100;0 

2502*3 

Total 

4549.8 

(100) 

842.0 

(100) 


9.8 

(100) 

5401*6 


Motes Percentages within braces relate to 


totals of corresponding securities* 
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Pi gures appearing in Table T*3*16* indicate 
that promoters, ete», foreign collaborators aM 
Government subscribed largely to ordinary shares 
and little to preference shares and debentures* 

They subscribed 33 per cent, 16 per cent and 1 per 
cent, respectively, of total ordinary ^aresf 7 per 
cent, 1 per cent and zero per cent, respectively, 
of preference shares and nil to debentures* Tliis 
indicates that they were mainly interested in the 
control aspect and had hi^ propensity to bear risk* 

On the other hand, financial institutions 
and public subscribed largely to fixed income 
securities. Financial institutions are usually 
not interested in holding ordinary ^ares for long 
periods* This is because they are not interested 
in risk aM control, AsKjng public investors, there 
se^s to be two categories* fhose prefer to 
invest in risk capital and those prefer to 
invest in fixed income securities (preference shares 
and debentures) • The contribution of latter category 
was most significant in debentures and preference 
shares} they contributed 1(X) per cent and 78 per .cant 
respectively* 

It can be, therefore, Concluded that in case 
initial issues, promoters, etc*, foreign 
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collaborators and Government preferred ordinary 
shares* Only financial institutions and public 
showed interest in preference shares and debentures. 

Extent of Participation bv Different Agencies in 
Initial Issues 

Table T.3.17. contains figures relating to 
the extmt of participation of different agencies 
in initial issues* 


Table T.3.1?*t lxtMLt„_af Parti citati on by Different 

Agmcles in Initial.. .Iss.ue.s, 


Agencies 


I I Extent of 

iParticipation I participation 
Jin number of jup to l31 per jAbove 
lissues out of 130 pericent toiSO per 


jftotal 67 


icent 160 per Jcent 


Promoters, etc* 

66 

20 

23 

12 

Foreign 

Collaborators 

14 

8 

4 

2 

Financial 

institutions 

IS 

11 

2 

2 

Ctovemment 

1 

1 

nil 

nil 

Public 

56 

1 

32 

23 


Hotes Extent of participation relates tQ 
the amount of capital issued# 


Table T.3.17* shows that proH»ters, etc* and 
public partixsipatod in almost all the issues | foreign 
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collaborators, financial institutions and Government 
participated in only a limited number of issues* 
Further, the extent of participation was higher in 
case of promoters, etc* and public as compared 
to other agencies* public contributed the largest 
percentage of total issued capital* In fifty six 
out of fifty seven issues, the largest percentage 
of issued capital was raised fi^m this group. 


Participation of Different Agencies in. the Raising 

of Further Conital bv I'Jew Companies 

fable f.3.13. contains figures relating to 
the extent of participation by different agencies 
in further issues by new compaaies. 


fable f*3*lS*s Subscribers to Further Issues 

fe.,,i^ 

I i 

Subscribers I Securities ...I Total 

lOrdinary iPreference ^Debentures i 

I I i « 


Existing 

shareholders 

824*4 

(70jg) 

2*5 

i2%) 

nil 

826.9 

(59:4) 

Foreign 

collaborators 

238.5 

(19^) 

5*0 

(¥) 

nil 

243*5 

(17^) 

Financial 

institutions 

16,0 

(1^) 

nil 

86.0 

(lOO.t) 

101*0 

C7;i) 

Public 

126*5 

<10%) 

102*0 

(94^) 

nil 

2£S.5 

•(16;0 

Total 

1195*4 

(100) 

119.5 

(100) 

85.0 

(100) 

1399.5 

(100) 
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Kotes Figures tadthiu. braces are the 

percentages of totals of corresponding 
securities* 

fhese figures indicate that 69 per cent of 
total further capital was subscribed by existing 
shareholders, 17 per cent by foreign collaborators, 

7 per cent by financial institutions and 16 per 
cent by public, S'ecurity-wise, 70 per cent of total 
ordinary share issues were subscribed by existing 
shareholders, 19 per cent by foreign collaborators, 

1 per cent by financial institutions and 10 per cent 
by public* In case of preference issues, existing 
shareholders and foreign collaborators subscribed 

2 per cent and 4 per cent respectively, and public 
subscribed remaining 94 per cent. Debentures were 
subscribed by financial institutions* 

This analysis leads to two important 
conclusions* One, laost of the further ordinary 
share issues were subscribed by existing share- 
holders, Two, further preference issues were mainly 
subscribed by public* the first tendency ai^t be 
due to pre-emptive ri^ts to ordinary shareholders 
that they subscribed 70 per cent of further ordinary 
share issues, Indian oi^anies Act, 1966 lays down 


that unless otherwise provided in the articles of 
the company, existing shareholders will have first 
preference on subsequent ordinary share issues* 
Regarding the second tendency, the absence of pre- 
emptive rights on further preference issues might 
be the possible reason for such a low participation 
by existing shareholders on these issues* 

OnderwritinK of Initial Capital I ssmg 

Table T*3*19# contains figures relating to 
the underwriting of initial capital issues of new 
companies • 

These figures show that out of fifty seven 
total issues aEK?unting to R8*5425,6 lakhs, twenty 
seven issues amounting to is»3S98*4 lakhs involved 
underwidting* The aiaount of Issues underwritten 
was B3#1791.3 lakhs* iigain, out of ■ts’v^33*3 lakhs 
of Issues offered to public, &*15i38*0 lakhs of 
capital was underwritten, and out of f^* 2903*3 lakhs 
of non-public issues, capital amounting to 
Es*253*3 lakhs was underwritten* 
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Total 67 4649»8 342,0 p,8 5401,6 1340,6 651,9 9,8 2502,3 2? ^33,9 709,5 SS98.4 
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Table T.3.19* Is rearranged as Tables T*3.aO* 
and T *3 • • below 


Table T»3*20*s Underwriting of Total Issues. Ion * 

Public Issues and Public Issues 

(Proportions) 


Year 

Total 

issues 

Ion-Public 

issues 

Public 

issues 

1966-67 

0.20 

0.00 

0.36 

1967-58 

0.50 

0.50 

0.42 

1968-69 

0.10 

0.00 

0.25 

1969-60 

0.36 

0.00 

0.67 

1960-61 

0.37 

0.17 

0.67 

Total 

0.33 

0.09 

0.61 

Table T*3« 

21.* ttoderwriting of Total Issues. Hon»Public 


Issues and Public Issues 

- ^eeurltir-wise 



(Proportions) 


Securities 

Total 

Non-Publira 

Public 


issues 

issues 

issues 

Ordinary Stiares 0»25 

0.05 

0.60 

Preference 

Shares 0.76 

0.59 

0.^ 

Debentures 

0.00 

0,00 

0.00* 

Total 

0.33 


0.61 
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Table T.3.20. shows that 61 per cent of piiblic 
issues (against 9 per cent of non-public issues) was 
underwritten* Year 1957—68 was the exceptional year 
because in this year 42 per c^t of public issues 
(against SO per cent of non-public issues) were 
underwritten. If debentures are excluded from total 
issues, the percentage goes up to 60* 

Ordinarily for that part of issues iuftich is 
privately placed (to proiooters, etc., financial 
institutions and foreign collaborators) underwriting 
might not be necessary. But for that part of issues 
which is offered to public underwriting might be 
necessary because of hi^ market risk involved on 
this part of issues* 

Condition of the capital market also affects 
the role of underwriting. Ofnder unfabourable market 
conditions when risk Is hi^, higher^ er cent ages 
of capital issues are likely to be underwritten* 

It is evident from Table 7.3.20. that during 1967-68 
when the market conditions were most unfavourable, 
as much as 42 per cent amount of public issues and 
50 per cent of non-public issues were underwritten. 
In other years of the period, the percentages of 
underwriting were not so high particularly in case 
of non public issues. Despite favourable market 
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conditions in later t\;o years of the period, hi^er 
percentages of amounts of public issues were under- 
written. This might be due to increased andertnriting 
facilities in later years and the inclusion of 
debenturs (not underwritten) in earlier years of the 
period. 


Table T.3.21. i^ows the proportions of 
different securities underwritten. In case of 
ordinary shares, 5 per cent of issued amount to 
non-public group and 60 per cent of issued amount 
to public group were underwritten. In case of 
preference shares the percentages were 59 and 80 
respectively. Debentures were not underwritten at 
all. The reason for these differences might be that 
major portion of preference {Shares and small portion 
of ordinary shares were offered to public {jc£. Table 
T*3#16.)* This caused change in reliance on 
underwriting for two types of secutl ties. Debentures 
were issu«i only by a limited number of companies and 
their marketability was probably considered not to 
carry high risk presumably because they w*ere issued 
by companies run by managing agents. Howeifer, taking 
into ©oasideratipn the limited number of debentiire 
issues for small amounts EKJre detailed analysis relating 
to them is not possible. 


fhree conclusions emerge from this analysis* 
One, underwriting activity is influenced by market 
risk* It goes up on that part of issues ^diich is 
offered to public (being considered more risky as 
against non-public issues). Two, the role of 
underwriting activity goes up under unfavourable 
market conditions. Three, irrespective of market 
conditions or the type of source- (public or non- 
public) there are many companies which float initial 
issues without any underwriting wdiil© there are a 
few coHpanies lAose cent per cent issued capital is 
underwritten* itf© do not have suffici^t evidence to 
suggest yby it happens this way* 

Onderwritiag Commission on Init ial Issues 

Table T,3,22, contains figures relating to the 
rates of underwriting commission paid by new companies 
on initial issues* 
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Table T.3.22.J Rates of Dhderwritiag Coimnlssloii 


(In percentages) 



1 

r 


■■■■ 

Year 

i Ean^a of rates . .. i 

Moda 


iOrdinary 


)P reference 


1 shares 

I Shares 1 

5 1 

shares 

1 shares 

1 

1956-57 

2.0 

2.0 

2.0 


1967-68 

2#S 

2.5 

2.5 

2#5 

1968-69 

1.0 to 2.5 

nil 

2.0 

nil 

1969-60 

1.0 to 2.6 

2.0 to 2.6 

2.0 

2.6 

1960-61 

1.6 to 2.5 

2.6 

2.6 

2.5 

Total 

1.0 to 2.6 

2.0 to 2.6 

2.6 



These figures show that the rates of 
underwriting commission varied from year to year* 
During 1956-67, and 1957-58, lowest rate of under- 
writing cost on ordinary shares was 2 per cent 
against 1 per cent during 1968-59, 1959-60 and 
1960-^1* In first two years, higher ifercentage 
cost might be due to unfavourable market conditions 
and inadequate underwriting facilities. Besides, 
in certain cases, the rate of underwriting, 
commission on ordinary shares was lower as oosapared 
to preference shares. Presumably this might be due 
to narrower market for preference shares. 
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Slze-Td-se Classification of Issues qndegirrittteii 

Table T#3,23* contains figures relating to 
the pattern of underwiting and the size of initial 
i issues. 


‘i‘iies*e figures show that as the size of issues 
increased, larger percentage of capital issued was 
underwritten. In small issues 8^ per cent of total 
issued capital was underwritten. For medium and 
large issues, the percentages were 30 and 36 
respectively. Besides, only two out of seven 
(29 per cent) Issues in ‘small* group were underwritten 
whereas sixteen out of thirty seven (43 per cent) in 
* medium* group and nine out of thirteen (69 per cent) 
in * large* group were underwritten. Thus, size of 
issues and percentage of total amount of Issues 
underwritten are positively correlated (r*s+0.7S5)» 

This positive relationship be^een size of 
Issues and tuaderwriting activity can be attributed 
to three possible reasons. One, large issues 
involving larger amounts of capital to be. raised 
are more risky. Two, those issues are mo re* attractive 
to underwriters. Three, average underwriting 
cost on large issues is usually lower. 



Table T*3,23,i OMerwriting Actlyltv and Size of Initial Issij 






Table (Continued) 
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Ifhese figures indicate that during 195S-57 and 
1957-68 participation of different institutions , such 
as the Industrial credit and Investment Corporation of 
India (ICICI) j the Industrial i^’inauce Corporation (IFC), 
the Life Insaraiice Corporation of India (LIC), 
comaercii’:! aa.iks and investment coiipanias in and erwriting 
actl'vi«p was negligible. Most of tho andeiwitlng 'rfas 
done -jy firms of haxsl-cors, etc* Iiewcvar, in later three 
years of the period, the position got reversed, lire 
ICICI, li’C, hlC, com.’asrcial haiics and investment 
companies played an increasingly importovt role in 


yaideinjriting activity cjid th-, 
etc. declined comparatively. 


role of firms of hrohers. 


This change during the period can be attributed 
to two possible reasons. Cne, in later years many large 
size issues (thirteen) were floated. This aij^t hai’e 
raised the need of underwriting. Resources of firms 
of brokers, etc# might have seen insufficia-it to 
ffl-iet the increased demand fox* underwriting* Consequently, 
other agencies got a chance to come up and enter into 
the field of uadertfriting of capital Issues. Two, 
in order to accelerate industrialization and Taster 
the capital market^ various agencies which were 
hitherto shying away entered soriously into 
tho business oT helping the industry to raise 
risk^ capital. The role of cooiaercial banks 
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has been notable in this connection. In 1957-68, they 
und ©wrote issues wrth ;b,1.2 laidas onlyi in 1969-60 
tills figure went up to Hi. £36.0 lakhs* 

Besides, the traid towards Joint participation 
In undorwritin;^ activity is significaiit# In total, 
eleven out of twenty seven (41 per cent) issues were 
Jointly imoerwritten. In first three years of the 
neriod, no issue was underwritten Jointly. 

Because of liiaitation of resources and unwilling-* 
ness on the part of a single agency to assuae large 
risk, joint participation QimQ in vogue in large issues 
in last two years of the period. Fbr instance, in case 
of Hindustan hluaiiuiam, i^eh raised initial capital 
worth :5*860 lakhs, ICICI, IFC, co Merclai banks and 
investment companies Jointly participated Ita -underwriting 
the issue* 

Shis change in underwriting activity is 
significant because it is likely to atimolato tho 
raising of initial capital in the Indian capital market. 



CHAPTER POOR 


Floatatioa Cost of Reif Issues 

For the purpose of the present chapter folio-wing 
data liiaitations are noteTOrthy, 

One, the entire amorjint of preli-Jinary espe^ises, 
where they were not separated from capital issue 
e:^Gnses, have been regarded capital issue e3?penses. 

This is not likely to seriously affect the conclusions 
because such cases are fev? and the preliminary esspenses 
as percentage of total issue ojqjaises are not very high* 

Ti'K>, floatation costs have been related to total 
aaK>uat of capital issued. This had to bo done because 
the companies covered in this study did not adopt 
uniform policy with regard to distribution of 
floatation cost separately over two parts of capital 
issues* capital issue involving floatation cost and 
capital issue not involving floatation cost. 

Three, in the absence of adequate data, it has 
not been possible to allocate floatation costs over 
different securities for which they were incurr®d«f 

*ef.» Henderson, R.P. The Mew Issue Market and the 

Finance of Industry * Cambridge* Bows 
and Bows, 1951. Chapter I¥. pp. 87-90. 




Fluctuations in floatation cost froa year to 
year as appearing in Table T*4,l* are graphed la 
Figure F*4*l. and a trend line (y « 3,73 - 0»13 x) 
has been fitted. 







(Floatation Cost Mean of Percentage) 
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1956-57 1957-58 


1958-59 

years 


1959-60 


1960-61 
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Table T*4#l. and Figure P#4a* show that around 
the laean percentage cost, there are significant year 
to year Tariations in floatation cost* The extent of 
yariability is shown in Table T*4*2* 

Table T*4*2.s yariabillty in Floatation Cost 

' ' I' iMean of " 1 ' ' Jjfuiaber of issues 

i ipercen- iRange of {with percentage 

Tear pum-ltages of Jcost • Ifloatation cost 

Iber lannual Iduring th e jOp to iS * 1% to 5Abov e 
I Ifloatationlyear I ^ i 16^ 

I Icost • I l „ J, h 


1956-57 

9 


0*8 - 

3.^ 

8 

1 

nil 

1957-68 

4 

8#4 

7*0 — 

12.4 

nil 

nil 

4 

1958-59 

4 

1*6 

!♦! 

2.5 

4 

nil 

nil 

1959-60 

12 

3.6 

0*2 — 

11.6 

8 

2 

3 

1960-61 

2B 

3.4 

1.1 - 

6.9 

12 

16 

nil 

Total 

57 

3*9 

0.2 - 

12.4 

32 

19 

6 


These figures in Table T*4*2* show that percentage 
floatation cost varied from year to year. Years 1957-58 
and 1958*69 are worth noting* In 1957-58 the floatation 
cost was above 6 per cent of issued amount | in 1958-59, 
it did not tou<^ even 3 per cent* In remaining throe 
years of the period, floatation costs were distributed 
more widely* However, Figure F.4*l* shows a slowi^r 
declining trend* 
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Bie variation in floatation cost can bo attributed 
to condition of capital market, reputation of p roasters, 
tjrpe of industry - traditional or new, size of issues, 
etc* But except the size of issue, effects of other 
factors are not possible to measure* 

Floatation cost can be broken into two parts i 
some items, e«g* . underwriting commission and brokerage, 
are likely to vary directly with the size of issuesj 
other items, ©»g* . expenses relating to preparation 
and issue of prospectuses, fees to e:^erts and legal 
advisors, etc*, are not likely to vary directly with 
the size of issues* However on large size issues, the 
second category of a>sts would be spread over a bigger 
awjunt making the percentage impact smaller, and vice 
versa* 


Taking the year 1957-^8 as a singular instance, 
during this year the average size of issues was 
smallest and percentage floatation cost the highest* 

Is it that to some extent the cost of floatation and 
the size of issues are related to each other? We, 
therefore, take here the hypothesis} the cost of 
floatation of securities is influenced by the sig?© of 
issues and the percentage floatation cost declines 

In nt-T lgsU0S# 



72- 


Table T.4*3* contains figures relating to 
floatation cost classified under * small*, *iaediui^i* 
and ’large* size issues* 


Table T.4.3.t gloatatlon Cost Ac,cordlng to 8.ig.e_-M 



Issues 

Cib* 

in lakhs) 



5 Initial 
f issues 

-j 

1 Floatation cKJSt 

Sizes 


Amount' 

, k i Mean 

i .jsDuntl of 
i laercenta-.es 

Op to fb.lO laMis 7 

49.6 

2.46 

6.0^ 

Hs.ll lalshs to 
!b*100 lakhs 

37 

1629.0 

48*31 

3.2 

Above Bs.lOO 
lakhs 

13 

3748,0 

88.68 


Total 

S7 

6426*6 

139.94 

3.9 


©lis Table shows that the percentage floatation 
cost declined with the increase in sis® of issues,** 
This relationship is more clearly witnessed In 
Figure P*4.2* 


♦ Table T*4*4#, infra . 

Hullsy has al^ reached to similar conclnsion* 

cf # Mulky, M*A. The Hew Capital Issue Market* in 
• • 

India * Bombay* Popular Book Bepot, 1947, p.82. 
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Figuf’e H4. x- Floatation Cost: According to 
Size of Issues 



Size of Issues in lakhs) 
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Etie bars as appearing in Figure P#4«2 for 
small, mediiiim and large size issues indicate tliajj 
on small size issues the floatation cost ms highest, 
followed by medium and large size issues. 

It is not that issues under the same size 
involved equal percentage asst* Table T*4*4* 
indicates that percentage floatation cost varied 
not only between two size-gi^ups but also within 
the suae size-group# 


Table T#4*4*s yariabllitv in Floatation Cost 
According to Size of Issues 


1 iMean of Hlange ofilumbar of Issues 
I Ipercentagesipercen- Iwith percentage 
Sizes Pua-iof annual Stage Ifloatation cost 
iber Ifloatation Icosts lUp to i3#l%QAbove 

j icost. i I 3$ Ito I 6% 


Up to Rs*10 
laMis 

7 

6#0^ 

2*5 to 
12*4^^ 

1 

3 

3 

^#11 laMis 
to fe,100 
laMis 

37 

3«2 

0*2. to 
11*6 

20 

14 

3 

Above &*100 
laMis 

13 

2*4 

1*1 to 
3,5 

11 

2 

nil 

Total 

S7 

3.S 


H 

19 

6 
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Tables T*4*3« ana T*4*4. giTe negatiire 
relation^ip between perceritage cost and tbe si^se 
of issues* Taking size as independent variable 
and percentage floatation cost as dependent 
variable, we get; 

3 » as - 0*12 

for fifty seven individual issues* 

Applying Student *t* tfest, we finds 

r /h - 2 ' ' 

t 3 — ■ 



Mbterof 

r « coefficient of correlation between size of 
Issues and floatation cost and H « nuiaber of 
issues under study* 

Substituting the values in the above formula, 

/l - 0*6144 

» - 0*9 

The tabular value of *t* for 55 degrees of 
freedom at 5fl level of significance is 1*98* !&e 
calculated value of *t* being much less than the 
expected value, the correlation between size and 



percentage floatation cost is, therefore, 
insignificant. Ihus onr hypothesis that the 
percentage cost is influenced by size of issues 
stands rejected. 

It can, therefore, be concluded that the 
fluctuations in floatation cost from year to year 
and froiE issue to issue are not explained by size 
factor. It might have been caused by other 
factorss condition of capital market, nature of 
industry, type of management, etc. 

a^atation Cost of F urther Issues 

labl© f*4»6. contains figures relating to 
the floatation cost incurred by twenty seven new 
companies for further issues. 

Table T.4.S,.i asatstion Cost on Further Issues 

5 - 

I I 

Amotmt of I Floatation I Cost as percentage of 

issue i cost I issued asK>unt 

— i s _ 

1399*9 6.90 0.-^ 


Figures in Table T.4.S. indicate that the 
mean percentage cost of further issues was 0.4 per 
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Figures in Table T«4#6* indicate that the 
percentages of different costs in total cost fluctuaj;ed 
from year to year. Year 1957-68 may be taken as an 
exceptional year when the percentage of other capital 
issue expenses was much higher than the add up of 
underwriting and brokerage costs* This might be due 
to the fact that during this year the size of issues 
was small and, therefore, the proportion of invariable 
expenses was larger** 

Table T.4.6. is rearranged according to size 
of issues as Table T.4*'^. 


• 

Table T*4*l., supra. 
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Table shows that percentages of 

underwriting and brokerage costs went up and of othor 
capital issue expenses went down with the increase 
in size of issues* Such relationship between the size 
of issues and underv;riting cost and brokerage cost on 
the one hand, and, size of issues and other capital 
issue expenses on the other, can be attributed to two 
possible reasons. One, on large Size issues tho risk 
of floatation might be higher. Therefore, higher 
percentage of issued capital might be underwritten, 
and thus increasing the share of underwriting cost 
(against other capital issue expenses which might 
not vary proportionately with the size of issues)* 

For large size companies the services of brokers are 
likely to be indispensiblej but small size companies 
mi^t sell securities independently* Two, small size 
Issues relate mostly to the period i^en underwriting 
was not much in vogue* Therefore, the .percentage 
share of imderwriting cost was smaller in case of 
small size issues* 

This leads to one important conclusions the 
shares of aa.’erwriting and brokerage costs in* total 
cost increase with, the increase in size of issues .and 


T*3.19., : supra. 
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the share of other capital issue ejsgjenses decreases 
with the increase in size of issues* 


Glassification of Floatation Cost on 
Further Issues 

Table T*4.g. contains figures relating to 
underwriting cost, brokerage cost and other capital 
issue expenses on further issues* 


Table T*4.S*s Classification of Floatation Cost on 
Farther Issues 


in lakhs > 

1 0nclervrriting i Brokerage sOther capital 

Total I sost. I cost ii ssue expenses 

cost I MS per I lAs per I I As per 

I Amount Ic^t of iAmount Icent oflAmountI cent of 

I Itotal I Itotal I it total 

I Most I Icost I I cost 

6*90 1*21 21^ 4.16 70^ 0.63 9^ 


Table T.4.%. indicates that the share of 
other capital issue expmses in total floatation 
cost as against underwriting and brokerage costs 
was very low* It ai^t be because further issues 
unlike initial issues involve less items of other 
costs. 


A large percentage of further issues is 
offered to existing shareholders *ander the pre-emptive 









ri^ts,* This reduces the underwriting of further 
issues* Therefoi'e, the share of underwriting cost 
in total floatation cost of further issues declines* 

The largest percentage for brokerage cost, 
however, does not imply that higher percentage of issue 
was made through the brokers. In fact, in this case, 
only eight oat of twenty seven comapnies paid 
brokerage on farther issues as against fifty four out 
of fifty seven con^anies in case of initial issues. 

The share of brokerage cost went up because of 
relative decline in the shares of underwriting cost 
and other ■ capital issue expenses, 

®be floatation cost data presented in this 
chapter shows that the average floatation cost for 
new companies was 3,9 per cent on initial issues and 
0,4 per cent on further issues. These are very low 
figures. They reflect the underdeveloped ch - racter 
of Indian capital market, 


^cf. Table T#3,18,, sunra . 

**Studies made in the CJ.K. and the tJ.d.n* show compara- 
tively much high percentages of floatation dbsts. ‘ Vide . 
Henderson, R.F., .The Hew Issue Market and the nt 


.Industry , Cambridge* Bows and Bows, 1S51, and, Securities 
and fe:changs*CoaTaiGSion, Cost o*f Floatation of Socurlties . 
1951-5,5 . Washington, D,C,s CJ,3, Government Printing 


Office, June 1955. 





CHAPTSK PITS 


EssMrti^IS_of 

The term 'funds* is most coasaonly defined as 
excess of current assets over current liabilitios. 

It is in this sense that funds are regarded the same 
as working capital. All changes in assets and 
liabilities during a certain period constitute fund 
inflows and outflows. 

In 3. narrow sense funds are defined as cash 
flows. In order to arrive at the broader fund flow 
concept, the time period involved is critical. If, 
for instance, funds are ascertained with a view to 
meet certain claims within a very short period of 
some days or weeks, the projected diange in the cash 
balance is more meaningful than a projection of 
either dianges in working capital or changes in 
current assets. On the other hand, the long-term 
debt paying capacity within a period of some months 
or few years of a business enterprise can be 
ascertained only by reckoning changes in working 
capital. la this case, near cash items are treat 
on par with cash items md are added together.^ 

Jaedicke, Hobert K- and Sprouse, Robert T. 
.Accounting Flowst Income , £unds . and Cash . Suglewood 

Cliffs, lew Jerseys Prentice-Hall Inc., 1965. (Sr. 5. 
pp. 78f, 
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Total funds available Td-tli a business au 
certain period are termed as *pool of funds* • Funds 
flow into and flow-out from this pool. The size of 
fund flows into and out of the pool depends upon 
the changes in assets and liabilities of the 
business firm* 

Sources and Uses of Funds 

The operation of a business enterprise 
involves continuous fund flows. Funds are raised 
from certain sources and in turn are put to certain 
uses* Maxiraization of profits is sought in terms of 
raising funds from cheapest sources and putting them 
to 3!K>st profitable uses. The choice of sources and 
uses will also affect the solvency position of a 
business* Thereforej choice of sources and uses of 
funds is also important from liquidity point of view. 

Funds may be built up either through operations 
(retained earnings), or, they may be raised through 
security issues or through borrowings. They may be 
used in acquiring certain assets or building up cash 
balance or in repayment of certain liabilities. 

Thus, items other than current assets and current, 
liabilities can also be fund items. In fact, all 
sources and uses of funds are determined by changes 
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in different assets and liabilities of a business 
during a period of time interval** 

Sources of funds may be grouped under following 

heads: 

(1) Increase in liabilities; 

(2) Increase in net worth; and 

(3) Decrease in assets. 

Uses of funds may also be grouped under 
following heads: 

(1) Increase in assets; 

(2) Decrease in liabilities; and 

(3) Decrease in net worth 

Inerease or Decrease in Liabilities: Funds may be 
raised by contracting long-term and short-term loans* 
Besides, items such as reserves for tax liability or 


’•‘This relat inship can be esplained in ’symbols as 
follows: 

A * I. + NW 

FA + CA * (FL IW) + CL 
CA - CL « (FL + m) - PA 
jL. (CA - CL) a.iL (FL + HW) - PA); where 
A= Assets; FA ® Fixed Assets; L » Liabilities; 
NW » let Wur.th; FL « Fixed Liabilities; and 
CL. » Current liabilities. 
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other current liabilities also constitute sources 
of funds. On the other hand, decrease in liabilities 
implies that certain loans have been repaid. 

Repayment of loans is a use of funds. 

Increa se or Decrease in Het Vitorth s Issue of shares 
or retention of eamin^is are likely to increase net 
worth and they constitute sources of funds, as 
against this, refund of share capital (usually 
preference share capital) or losses in operations 
amount to uses of funds, 

lacrease or Decrea se in Assets s Buying of different 
assets involves fund outflows or the use of fundsj 
the sale of an asset, on the other hand, becomes a 
source of funds. 

Funds may be used in purchase of inventories, 
or in extending credit to customers, or accumulating 
cash balances. On the other hand, if inventories 
are sold, or outstanding accounts collected, or cash 
balance is run down, they becojae sources of funds, 

CJse of fimds in fixed assets is given a separate 
treatment. In fund flow analysis changes in fixed 
assets are reclsx>ned in terms of gross values. 
Depreciation is shown separat^y as a source of funds. 


The pTOvision for depreciation is made in order 
to serve a specific purposes adjustment for costs, 
incurred in earlier periods. In a ¥ay, it does 
not involve any fund flow by itself. But since it 
is debited as cost without involving fund outflow 
during the period, explicit recognition of this 
fact is necessary to afford correct fund position 
of a business. 

Further, each use or application of funds 
must be offset by one or more sources of funds. 

Thus, the funds for purchase of a new plant may be 
provided in part by a reduction of the cash account 
(cash payment) and in part by an increase in debt. 
Similarly, a given source must have offsetting uses. 
Funds raised from an issue of capital stock may be 
committed to increases in the cash account, 
inventories and machinery or to reductions of 
current - or long-term liabilities,* 

Thus, the relationship between sources and 
uses of funds may be explained as follows s 


♦Helfert, Brich A*, ed. Techniques of Financial . 
Analysis . Homewood, Illinoisj Richard D. Ir’^dui* 
Inc,, 1963, Ch.l, p,4. 
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Sources = Uses 

Increases in liabili-) C Increase in assets 4* 

) C 

ties and net wrth 4- ) » ( Decrease in liabilities 

) C 

Decrease in assets ) C and net worth 

Fund Flow Statement 

Analysis of fund flow implies preparation 
of fund flow statements* An outsider has access 
to profit and loss account and balance-sheet of 
a concern* His approach may be limited only to 
these two statements. More refined fund flow 
statement can be prepared internally by the 
management* 

Ihus the fund flow statements prepared by 
an outsider are usually based on profit and loss 
account and balance- shvjet information, \lith the 
help of balance-sh .©% Statement of B“lance-Sheet 
Changes (also Isnown as 'Where-Got, iihere-Goae* 
Statement) is prepared* This statement incorporates 
increases and decrease in b:.lance-sh-.et iteias as 
between two balance-sheet dates* a proforma statem^it 
of balance-sheet dhanges is presented below* 
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Statement of Balance-Sheet Chanties 
{*feaiere-Got, l«tiere-Gone* Statement) 


Sources of Funds 
Decrease in inventories 
Decrease in Government securities 
Decrease in miscellaneous investments 
Decrease in pre-paid expenses 
Increase in accounts payable 
Increase in accrued taxes 
Increase in ordinary ^are capital 
Increase in retained earnings 


Amount 

{&.) 


lotal sources 


Uses of Funds 
Increase in cash 

Increase in maricetable securities 
Increase in accounts receivable 
Increase in long-term debt 
Increase in net plant and equipment’^’ 

Total dses 

* Some balsmce-shsets show only net fixed 
assets and the provision for depreciation 



is contained in a separate stateaent- 
It is after proper adjustments that 
depreciation is regarded as a source 
of funds and fixed assets are show 
at their gross value. 

Coaiion Refinement S i There are two coairon refinements 
which financial analysts make in the flow data of 
the simple *i(diere**got, idiere—gone* stataaient. In 
first of these refineaimts is the individual 
re<x>gnition of profits (or losses) from operations 
on the one hand and dividends paid on the other* 

The second refinement is concerned with the idea 
of showing depreciation as a source of funds based 
on the argument that profits were understated as a 
result of the depreciation charge, lAich is only a 
book entry causing no funds changes* 

Profit and Dividends i Income from operations is 
one of the most important sources of funds in a 
business. On the* other hand, dii'idends are an 
important use. But in balance-sheets, the balance 
of profits (aftor deducting dividends) are sho^ni. 

If the profit balance in tlio balance-sheet is. not 
adjusted, the outflow of funds in form of dividends 
is not disclosed* Therefore, the H^ere-got, 



where-gone* stateaait should be adjusted idth 
the help of piofit and loss account so that it may 
show profits (before dividends) on the one hand 
and dividends on the other* 

jPenreoiation as a Source of Funds : Contrasting 
views are expressed in recognizing the 
depreciation as a source of funds* Depreciation 
being a non-cash diargei fals^y offsets and reduces 
the funds flowing from profits. In order to give 
correct picture of fund flows, depreciation should 
be added back to profits* Some call depreciation 
as a source of funds; others say that sales is the 
only internal source of funds. Whichever inter- 
pretation is used, the amount of depreciation 
charged against operations should be reflected as 
a fact ^ich is financially significant as long as 
amoimt diarged as depreciation does not involve 
outflow of funds as in case of dther expense 
items* Only ishen this amount is added back tc 
profits reconciliation of profits minus dividmds 
with funds retained in the business *ls possible. 

After adjusting ’where-got, yiere-g9ne* 
statement, fond flow statemejit is prepared*** 

Fimd flow statement may be detailed or short. 



depending on the needs of financial analyst*# 
A profoiuia statement, idiich is used in this 
study is presented below* 

Fund Flow Statement 


Amount 

(Hs#) 

Sources of Funds 

Internal Sources* 

Depreciation 

Development Rebate Reserve 

Reserves, Provisions and 
Surpluses 

Other Internal Sources 

Total Internal 

External Sources* 

Share Issues 

Long-Term Debts 
Short-Term Debts 

Total External 


Total Sources 


AaK>unt 


OSes of Funds 

Current Oses: 

Inventories 
Sundry Debtors 
Cash and Bank Balance 
Other Current Oses 

Total Current 

Fixed Assets and Investments 
Other Onclassified Oses 

Total Oses 

Limitations and Importance of Fund Flow 
Analysis Based on Balance«»sheet Changes 

Study of fund flows based only on 
balance-sheet dianges may lead to certain 
inaccuracies. For instance, decrease in an 
asset might be due to its being discarded 
(involving no scrap value), though the change 
will be regarded as a source of fiaids* Another 
most likely source of error, however, is in- 
connection yiXth the changes in surplus. The net 
result ’may have been produced by a number of 
offsetting transactions, some involving and 
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Others not involving fund flows# Inless full 
details of all such transactions are available, 
full accuracy is not possible. 

However, despite these limitations of 
balance-sheet changes as the basis of fund flow 
statements, they serve a useful purpose in 
financial analysis, particularly ’when the main 
purpose is to gain a historical perspective on 
the financial position of a business. Such 
perspective is often necessary for Judging the 
soundness of the present financial condition 
and in appraising the prospects for the future. 
Clearly, for sudi a broad objective a very 
high degree of precision in calculation of 
fund flows will not be worth the reward. 


CHAPTEB SIX 


ima Flow Anal ysis of new Companies 

In order to analyse the pattern of fund 
flows of new coiapanies during first four years of 
their existence, fund flows related to these coa^anies 
have been arranged into t-wo parts s 

(1) Fund floats of all the new companies taken 
togetheri and 

(2) Fund flows in (a) small size coji|>anies 
(with total gross assets up to I?s*50 
lakhs) j (b) aediuia size coi|>anies (with 
total gross assets between &#61 lakhs to 
Fis#500 lakhs); and large size companies 
(with total gross assets above Hs.500 lakhs)** 


♦Total gross assets at the end of the fourth year of 
their existence. Instead of net assets, total gross 
assets have been taken as the basis of classification* 

It is mainly because many coi^anies did not depreciate 
their fixed assets by the end of fourth /ear. This basis 
of classification is different from that of *the Reserve 
Bank of India and the Coiapany law Board Tillich adopt paid- 
up capital as the basis of classification. Paid-up 
capital does* not correctly reflect the siae of companies* 


Fund Flows of All Nev Companies 


With the help of Consolidated Balance Sh^et and 
the Statement of Balance-Sheet Changes (as appearing 
in Appendices A*l* and A. 2- respectively), a fund 
flow statement has been prepared* This is presented 
in Table T*6.1* \irhich contains figures relating to 
fund flows in all the new companies during first 
four years of their existence* 
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Hotel (1) Beserves, provisions and suipluses 

includes credit balance of profit and 
loss account, capital reserve, general 
and other reserves and prov^ision for 
taxation* 

(2) Other internal sources represent 
decrease in asset items* 

(3) Long-term debts inclines debentures, 
bank nKirt gages, loans from finance 
corporations, fixed deposits, loans 
from Government and other long-term 
loans* 

(4) Short-term debts include: loans from 
commercial banks, loans from others, 
trade creditors and other current 
liabilities* 

(5) Other unclassified uses includei losses, 
deferred expenses, repaym^it of debts, 
etc* 

(6) Other current uses includes loans and 
advances and other current assets (viz,, 
marketable securities, etc*)* 

sources of Funds 


Internal Sources 


Internal sources includes (a) depreciation, 
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(1>) developmmt rebate reserve, (c) reserves, 
provisions and surpluses, and (d) other internal 
sources* 

Table T.6,1* indicates that internal sources 
showed steady rise during the four-year period* 

They were: 1*6 per cent, 2*7 per cent, 19*7 per cent 
and 19*8 per cent respectively during first, second, 
third and fourth years, of the total sources. These 
percentages may rise substantially in future, as 
indicated by laore matured cou^ianies.’*' 

Depreciation and Oe velonment Rebate Beserve : In the 
first three years, percentages of fund inflows from 
tliitSe two sources as between them were not very 
different* They were: 0*2 per cent, 0*8 per cent 
and 3*1 per cent, respectively, of total funds from 
depreciation, as against 0.3 per cent, 0.4 per cent 
and 2.5 per cent respectively from development rebate 
reserve in the corresponding first three years* In 
the fourth year, however, depreciation contributed 


♦In 1962-63, 49 per cent of total funds flowed in 
from internal sources in 1333 aaore matured companies. 
Si.* -Rosorv© Bmk of India Bulletin * July 1964, 

Table 7. p.8S7. 
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11«2 per cent of total funds as against 1*9 per cent 
by development rebate reserve. SSbarp rise in 
percentage of fund inflows from depr*.-ciatioa and 
decline in pcrccntai^e of fond inflows from 
development rebate reserve might be due to differences 
in nature of two sources. Development rebate reserve 
is created wdth a view to benefit from tax relief 
on plant and machinery bought. This rebate is 
available only once during the life time of a 
machine and can be enjoyed within eight years from 
the date of purchase of machine. On the other hand| 
provision for depreciation increases with the 
increase in use of assets and continues over the 
life of the asset. If depreciation coold not be 
Charged because of inadequate profits, the same can 
be carried forward for indefinite period and can be 
setoff against future profits, 

la the first three years, percentages of fund 
inflows from depreciation and developamt rebate 
reserve are not very much different. This is 
presumably because assets were acquired during 
these years and development rebate reserve ime 
created in respect of these assets. But then this* 
phase ended with the third year. After this year, 
assets began to be used and yea^ to year depreciation 
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came into prominence* Increasing percentage f'Jnd 
inflows from depreciation might be indicative of the^p 
future trend.* 

Taldiig the percentages of two sources together, 
0*6 per cent of total fund inflows in the first year, 
1*2 per cent in the second year, 5.6 per cent in the 
third year and 13*1 per cent in the fourth year came 
from these two sources* As against remaining two 
items (reserves, provisions and surpluses and other 
internal sources) of internal sources, they contributed 
more funds and their percentages shox^red a sharp rise 
with the passage of time* 

Bftserves. Provisi ons and Surbluses s Percentages of 
fund inflows from reserves, provisions and surpluses 
had also shown moderate rise* It contributed 1.0 per 
cemty 1.5 per cent, 0*7 per cent and 5.5 per cent in 
the first, second, third and fourth years respectively 
of total fund inflows. 


*In 1962-63, the percentages of fund inflows from 
depreciation and development rebate reserve were 
SB per cent and 8 per cent respectively in 13*33 
more matured coapiiiies. c£. Hoserve Bank qip 
B ulletin . July 1964. fable 7. p.867. 


Profits may increase gradually with the 
increase in operations. It is only after a few 
years that sufficient profits are earned to distribute 
among shareholders as well as to retain them in the 
business. During first three years, this source 
contributed small percentages of funds because 
profits were either non-existent or low. In the 
fourth year, however, the percentage of fund inflows 
from this source increased slightly. It might be due 
to improvement in profitability of these con^anies by 
this time. Thus, during the four-year period ytiidi 
represents the stage of infancy of companies, this 
item contributed only small percentage funds but at 
increasing rate. This increase might continue in 
future to read! the nozmial as indicated by laore 
matured companies,* 


*In case of 1333 iJK>re matured companies, the 
percmtage of fund inflows from reserves, previsions 
and sui^luses was 13 in 1962-63, jQf, Reserve Bank of 
India Bulletin, July 1964, Table 7, p,857. 




other Internal Sources ;* Except in the third year, 
this item contributed little funds during the period^ 
Fund inflo\-7S froa this source were limited and 
irregiJilar because it represents decrease in assets 
Ci.e *5 converting non-cash items into cash or utilizing 
existing cash balance) ii^ich is not an in^ortant and 
regular feature in the worliing of a firm* !Giis item 
contributed 13.4 per cent of total funds in the 
third year presumably because funds in first two years 
were not immediately used in buying the operating 
assets; rather they were kept as idle cash balance. 

By third year ■idien more funds were needed to make 
payment for assets bought, existing cash balance was 
used up. This process gave rise to this internal 
sources decrease in cash balance was regarded as a 


♦ Strlcto senso . these cannot bo described as 
internal sources in case of neij coisipanios as they 
do not find their origin from sale proceeds. !Riis 
is because a very significant part of internal 
sources in case of these nei-j cotr^anies flow from the 
drawing down of curraut assets which were 'built up 
merely to hold liquidity pending payments for fixed 
assets. 
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source of funds and increase in assets as a use of 
funds** 

In the fourth year, this item provided only 1.2 
per cent of total funds. In this year, there was no 
reduction in cash balance or loans and advances. Only 
•other current assets* were converted into cash.** 

Cash balance was not used in this year presumably becr.use 
it would have run short to endanger solvency, or, needed 
funds could be raised from sources other than utilizing^ 
existing cash balance. 

External Sources of Funds 

To start with, a company needs large amount of 
funds to begin its operations. During this period it 


♦AS for assets; idiile all other assets showed an 
increase in the third year, the cash balance decresed 
(of * Appendix A#2i. 

♦♦In preparing the fund flow statement, other current 
assets have been added up with loans and advances 
and, thus, a separate item of other current uses has 
been given. Fund flow stateaaat does not reveal this 
change but the statement of balance-sheet diangas 
shows the decrease in other current assets (ef . 
Appendix A.2.). 
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has to construct factory building, acquire plant and 
madiinery, inventory, etc* Since a new company has 
either no or low profits, funds can floMn only from 
external sources: by issuing shares or contracting 
short-term and long-term loans. In the first year, 
external sources might contribute entire funds but 
in later years, wiien the firm can begin to charge 
depreciation or retain profits, internal sources are 
likely to emerge and gain prominence. Thus, with the 
passage of years, the percentage share of external 
sources is likely to decline. The experience of new 
companies confirms this hypothesis. In the first year, 
as much as 98. S per cent of total funds came from 
external sources? but in second year, they were 97.3 
per c«.t| in third year, SO.Sper cent? and in fourth 
year, 80.2 per cent. Thus, during the four-year period, 
there was a decline of about 19 per cent. Sxtemal 
sources might further decline as share o.f internal 
sources begins to rise steadily in later years.* 


♦In 1962-63, 61 per cent of total funds in 

from essffcemal sources in 1333 laaore matured companies 
cf . Reserve Bank of India Bulletin . July 1964. 

Table 7. p.SS7. 
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The individual items conqjrising external sources 
moved in opposite directionss percentage share of funds 
from share issues registered a declinef as against this 
percentage share of funds from short-term and long-term 
loans registered an increase* 

Mare Issues t This item contributed 85*3 per emt, 

65*1 per cent, 38*1 per c®it and 24*0 per cent during 
first, second, third and fourth years respectively. 
Clearly these percentages show that there was sharp 
decline in percentage share of fund inflows from issue 
of shares during the four-year period. 

Fund flow statement of all new conqpanles shows 
that for first four years, significant percentages of 
funds flowed in (but with its percentage share 
declining) from this source* It might not imply that 
during all the years, coa^anies made further issues 
and raised substantial funds. In fact,, only twenty 
seven out of fifty seven companies made further issues 
during first four years arid raised only 20 m6 per cent 
of total Issued capital. Large percentages of fond 
inflows from this source during the four-year period 
might be due to the fact that initially issued capital 


»cf. Table T.3.2., sunra . 
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¥as called up gradually* It is clear from the fact 
that out of te#6391,8 laMis of initially issued share, 
capital, only fe*1574 laMis were actually raised in 
first year and the rest in following three years** 

Thus, the fund inflows from share issues might 
continue to decline sharply in subsequent years, 
particularly if no further issues are made* But this 
is an extreme case# Companies make further issues at 
some time intervals# Of course, their percentage 
share is not likely to be that high in later years#** 

Long'oTeria Debts » The percentages of long-term loans 
in total fund inflows weret 1#8 per c®it in the first 
year, 18*8 per cent in the second year, 31#1 per cent 
in the third year and 24*8 per emt in the fourth year# 
ThxiMf by the end of the third year, these percentages 
increased but in the fourth year, it declined. 

Absolut© figures also indicate the similar tendency# 


♦of# Tables T#3#2# and T#6*l», supra # 

♦♦In 1333 more matured coiapanies, the percentage 

o » 

of fund inflows from share Issues was 8 in 1962-^# 
Ml* Jaeserve Bank of India Bulletin. July 1964# 

Table 7# p*857* 
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During first three years, the percentages of 
fund inflows fiom long-term loans showed a steady 
rise. Presumably these years related to construction 
period when the long-terai financing was greatly needed. 
TaJcing into consideration the limitations of equity 
financing and inadequacy of internal sources, long-term 
loans were the natural choice. But in the fourth year 
the percentage of fund inflows froni this source declined. 
Ihis is pejihaps because by the end of the third year 
many companies would have crossed construction stage. 
therefore, long-term financial requirement was reduced. 
Besides, fund Inflows from internal sources and 
short-term loans causing decline in percentage share of 
long-term loans also increased* the parentage fund 
inflows from long-term loans might decline significantly 
in future \tien these coj^anies start retaining sufficient 
earnings,* 

Short-term Loans i Figures appearing in Table t.6.1. 
indicate that the percentages of fund inflows from 

♦In case of 1333 more matured companies, the 
percentage of fund inflows from long-term loans 

was 8 in 1962-63. SgMm, 

;ruly 1964. Table 7, p*867* 
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short-term loans were* 11.4 per cent in the first year* 
13.4 per cent in the second year, 21*1 per cent in the 
third year and 31*4 per cent in the fourth year* 

In the earlier years of the period, the 

percentages of fund inflows from short-term loans were 

lower presumably because of two reasons! the need of 

short-term financing was limited and cos^anies did 

not have attractive securities to offer to leaders* 

But later on the situation changed* In the fourth 

year, the share of short-tena loans in total sources 

rose to 31*4 per cent. This increase was presumably 

due to increased need of short-term funds and ability 

of cosopanies to offer good securities to lenders* 

Particularly trade credits are dependant upon the 

volume of purchases and reputation of the purchaser* 

Fund inflows from this source increased significantly 

in the fourife year yiim. purchases were lik^y to be 

large* They mi^t rise further in futufe years with 

in 

further increas^operations • * 


♦In 1333 more mature coi^anies the percentage 
of fund flows from short-term loans was 35 in 
1962-63* jsT* Reserve Banfe of India Bulletin . 
July 1964. Table 7. n.857. 
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From the above analysis, three significant 
conclusions emerge. One, as between internal and 
external sources, the percentages of fond inflows 
tTow. internal sources showed a steady rise and from 
external sources a steady fall, as the companies 
passed throu^ the stage of infancy# Two, as between 
internal sources, percentages of fund inflows from 
depreciation and reserves, provisions and surpluses 
increased and from development rebate reserve 
other internal sources decreased durii^the period* 
©iree, as between external sources, the percentages 
of fund inflows from share issues and long-term loans 
declined and from short-term loans increased, with the 
passage of years of infancy# 

Uses of Funds 

■U-Sjgs of Funds into Cu rrent Assets 

Figures contained in Table T#6.1, indicate that 
the percentages of fund outflows into curre^it assets 
fluctuated during the four-year period. Biey siiow 
that in the first year 61#1 per cent, in the second 
year 23 #2 per cmt, in the third year 23*3 per cent, 
and in the fourth year 48*3 per cent of total fundi 
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¥ere used into current assets** 

In the first year, the percentage of fund 
outflows in current assets was high presumahly because 
necessary funds could not be used for acquiring fixed 
assets* It might be that necessary funds were raised 
but because of time factor involved in constructing 
buildings and acquiring machines the companies did 
not use up that much of funds* High percentages of 
fund outflows into cash and bank balances (34*4 
per cmt) and into other current uses (18»8 per cent) 
leads to the conclusion that funds were willy-nilly 
diverted to these uses, pending their use for acquiring 
fixed assets* In the second year, percentage of fund 
flows into current assets fell sharply* It was because 
ma^or portion of total funds was used into fixed assets* 
In the third year, the same tendency persisted and large 
percentage of total funds was used up into fixed assets* 
Iho existing cash balance was drawn doisJi and thus gave 
rise to fund inflows from other internal sources* 


*ffiie percmtage of fund outflows into current assets 
was 45 in 1333 more matured asmpanies in 1962-63* 
JSl* Rss.srvs._Ba^_^_Isdia July 1964* 

fable 7* p.857. 
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In the fourth year, however, percentage of 
fund outflows into current assets increased* !I!his 
was presumably because most of the fixed assets were 
acquired by the end of third year} the problem of 
working capital came up with the start of operations. 

Bie four items of current uses, viz * . 
inventories, sundry debtors, cash and bank balances 
and other current uses, fluctuated in different 
directions during the four-year period# 

Inv«itorieS i ihe percentages of fund outflows into 
inventories during the four-year period were* 6*6 
per cent in first year, 8*4 per cent in second year, 
17#9 per cent in third year and 24*2 per cent in 
fourth year* Bius, the percentages of fund outflows 
into inventories rose steadily during the period* In 
the first two years, the percentages of fund outflows 
into this item were low because of the volume of 
operation* But many companies would have raised 
production sufficiently by the ttiird or foui*th year, 
with the cos^jletion of building and installation of 
plant and machineiy* Inventory being related to 
inputs, more funds were naturally used for this itesi 
in these years, CJnlike fixed assets, the requirement 
of inventories is likely to vary .with the volume of 





operation* Besides, funds are likely to flow out 
regularly under this head and at increasing rate** 

■Btadry Debtors t The percentages of fund outflows into 
sundry debtors were* 1*3 per cent in the first year, 

2*1 per cent each in the second and third yeai^ and 
6*7 per c©it in the fourth year* Thus, the percentages 
for this item showed steady rise during the four-year 
period* 


Sundry debtors are associated ^lith sales, ^ich 
in their turn, are associated with the volinae of 
operation* During first three years, the percentages of 
fund outflows into sundry debtors were very low* This 
might be due to small production and sales by TOfS^janles 
during these years* But in the fourth year, the 
percentage outfloif of funds into this item increased* 

This Increase mi^t be due to increase in output and sales* 

♦In case of 1333 more matured coa^anies, the percentai,e 
of fund outflows into inventories was 2% in 1962-63* 
Reserve Bank of India Bulletin. July 1964. 

Table 7. p* 857. 

*^WOT 1333 more matured companies the percentag’e of fund 
outflow into sundry debtors was in 1962-63. cf *. 

Reserve Bank of India Bulletin . July 1964. Table 7. 
p. 857* 
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jQlgjl ond Bank Balance s Table T.6«l« indicates that the 
percentages of fund outflows into cash and bank balanecb 
weret 34*4 per cent in the first year^ 10*6 per cent 
in the second year, nil in the third year and 5*7 
per cent in the fourth year* 

In the first year, the percentage of fund 
outflows into cash and bank balance was sufficiently 
large* In absence of fall use of funds into fixed 
assets in the first year, funds were naturally used 
up in this item# This is clear from the fact that 
in the third year, 13*4 per cent of total fuinis were 
raised by decreasing the existing cash balance** 

Moreover, percentage lodcup under this head fluctuated 
during the period because the first four years are 
not enough for settling down at the minimum cash 
balance level and get stable* as soon as coa^anies 
attain maturity the cash and bank balances are likely 
to stablize at a very low lev^,^’*' 

*ef« Appendix A* 2* infra * 

♦♦In case of 1333 i!K)re matured companies, the percentage 
fund outflows into cash and bank balances wa,s -1 in. 
1963-63* j£f* Reserve Bank of India Bulletin , Jul^r 1364. 
Table 7. p*857* 
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Other Current Os ess The percentages of fund outflows 
into other current uses during the four-year period 
weres 18.8 per cent in the first year, 2.1 per cent 
in the second year, 0.3 per cent in the third year 
and 11.7 per cent in the fourth year. 

Other current uses mainly consisted of two 
itemss loans and advances and marketable secuiaties* 
During initial years, companies ha^ to make certain 
advances. But these mi^t decline as the construction 
stage passes off. On the other hand, marketable 
securities are not likely to be an investment item for 
manufacturing companies. Casually when funds are 
lying idle, they might be invested in marketable 
Securities, In the first and second years, when a 
part of total funds could not be used in specific 
items, the same might have been invested in marketable 
securities. But in fourth year, some of these 
securities were disposed of in order to meet fund 
needs,* As soon as these companies attain maturity, 
this itoa is likely to involve insignificant 
percentage of fund outflows* 

*cf. Appendix A. 2., infra , 

**In case of 1333 more matured companies, the percentage 
fund outflow Into other current uses was ^ in 1962-63, 
jSf* Reserve BTank of India Bulletin , July 1964. Table 7, 
p.*857. 
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Fixed Ass ets and Investments 

The percentages of fund outflows into fixed 
assets and investments were* 33,8 per cent in the 
first year, 74,6 per c®it in the second year, 76 per 
cent in the third year and 44,8 per cent in the 
fourth year. 

Fixed assets and investment^ consisted of two 
itiKttsi fixed assets (gross) and long-term investments. 
Since the fund outflows into investments were 
insignificant, they are not amlyssd separately. 

In the first year, the percentage fund 
outflows into this item was coi^jaratively low. This 
might be due to the gestation involved in construction 
of buildings and installation of plant and machinery, 
Prest^mably funds were raised in advance to meet these 
uses. Thus, only a small part of total funds could 
be us^ in these assets? roaaining part of funds was 
held as curreiit assets. 

In the second and third years, as the buildings 
would have been con^lete and plant and madiinery 
acquired, large percentages of funds flowed into these 
assets. In the third year, for instance, existing^ 
cash balance was drawn down to meet the level of fund 
outflows#* 


♦Tide, supra p, 117, 
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In the fourth year, the percentage fund outflows 
into fixed assets declined* In absolute figures, the^ 
amount of funds used in this year was about one-half 
of the total funds used into fixed assets in the third 
year, fhis decrease might be due to the fact that most 
of the fixed assets were acquired by the end of the 
third year; only small spill over was left for subsequent 
years* Besides, fund outflows into current assets 
increased* These tw factors might account for a decline 
in the percentage share of fund outflows into fixed 
assets in the fourth year* 

For a new coE|)any, large percentage of fund 
outflows into fixed assets is limited to early years. 

Once these assets are acquired, they do not ordinarily 
involve sudi a high percentage of fund outflows into 
fixed assets in later years** 

Other Unclassified Oses 

at® percentages of fund outflows into other 
unclassified uses were* 5.1 per ceoit in the first year, 

* In 1333 more matured companies, the percentage of 
fund outflows into fixed assets was 55 in 1^2-63, 
cf » Reserve Bank* of India Bulletin. July 1^4. 

fable 7* p.857* 





2.2 per cent in the second year, 3*4 per cmt in the 
third year and 6,9 per cent in the fourth year* 

Other unclassified uses co/isisted of three items* 
losses, deferred expenses and repayment of loans, as 
far as third it©a is concerned, it inTolved very little 
funds during the period. Therefore, it is not analysed 
separately* 

The statement of balance sheet changes of all 
new companies (as appearing in Appendix A* 2.) shoifs that 
during first two years, the amounts of funds used up in 
losses were not significant. But in the third and 
fourth years, they became significant. During first 
two years of the period, coa^janies showed smaller loss 
as compared to last two years of the period. This 
situation might be due to the fact that mariy coi^anies 
did not charge depreciation during the construction period; 
when they charged depreciation, losses appeared in balance- 
sheets,^ However, the four-year period might not correctly 


♦Balance-sheets of these companies reveal that oat of 

total fifty seven coi^anies, twenty eight ‘showed loss 

at the end of the first year against thirty ’four sCt 

% 

the end of the fourth years. Further, out of fifty 
seven companies, there were as many as forty companies 
by the end of the first year, twenty ttjo companies by (Cent 



reflect the profitability aspect of coaqianies since during 
these years operations mi^t have been below noimal. 

Kie outflow of funds into deferred expenses 
appeared only during first two years? in the third and 
fourth years, they were nil or negligible* Deferred 
expenses usually pertain to preliminary expenses (-fetich 
include capital issue expenses)* These expenses were 
naturally limited to the first two ‘years. However, 
further issues involved some capital issue expenses in the 
third and fourth years, but they were negligible** 

From the above analysis, three conclusions 
emerge* One, as between current assets and fixed assets, 
the percaitages of fund outfloifs into current assets 
are likely to rise as a oja^any passes throu^ infancy 
and the percentages of fund outflows into fixed assets 
are likely to decline till the stage of ei^pmslon or 
replacement is readied. Two, as between cui-rent assets, 

the end of the Second year, sixteen <XHi^aai0S by the 
end of third year and ten corapaaies by the end of fourth 
year ^ich did not diarge depreciation, 

*JSeI* 2fable T.4,S., supra . 
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the percentages of fund outflows into inventories and 
sundry debtors are likely to rise, and into cash and 
bank balances and other current assets, they are likely 
to decline with the passage of the stage of infancy. 

Three, fund outflows into other unclassified uses showed 
Steady rise during the period* However, they are likely 
to disappear with the increase in profitability in future* 

Sources and Uses of Funds Interrelated 

Table T*6*l* indicates that the percetitages of 
short-term funds in total funds werei 11*4, 13.4, 21.1, 
and 31*4 in the first, second, third and fourth years, 
respectively, and the percentages of current uses were* 
61*1, 23*2, 20*3, and ^*3 in the first, second, third 
and fourth years respectively. The relationship between 
short-term sources and current uses on the one hand and 
long-term sources and non-current uses on th© other, is 
exhibited in Figure F*6.1* 
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Figure F.6-1. : "Reldiionship Between Sourcess arid 

Uses of Funds 



Sources of Funds: 



Uses of Funds: 


Current uses 
Fixed uses 
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llils figures shoxsis that the percentages of fund 
inflows froa short-term sources rose steadily and> on 
the other hand, the percentages of fund o-itflows into 
current assets first went down and then rose up during 
the period* Besides, except in the third year wiien short- 
term sources were almost equal to current uses, the 
perceatages of fund outflo\\rs into current uses were 
always hippier than the percentages of fund inflows from 
short-term sources* 

In the first year, current uses were greater than 
short-term sources presumably because of two reasons i 
One, due to insignificant fund outflows into fixed 
assets, large funds were kept as current assets* Two, 
fund inflows from short-term loans were small* In the 
second year, the difference between current uses and 
short-term sources narrowed because the percentage fund 
outflows into current uses declined and percentage fund 
inflows from short-term sources increased# In the third 
year, both were almost equal* In the fourth year, 
however, the difference between current uses and short- 
term sources again widened! higher percesatage of funds 
was used into current assets with a view to increase 
wrking capital* But the percentage of fund infloi/^ 
from short-term sources did not rise to the s-me extent. 
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Thus, it can be concluded that during infancy 
stage of a company, the relationship between current 
uses and short-term sources on the one hand and non- 
current uses and long-term sources on the other, is 
not stable* After this stage is over, the two types 
of sources and uses of funds are likely to havu; a 
stable relationship* 


fund mows Accor ding to Size of Issues 

lew companies have been classified into ‘small* 
‘medium* and ‘large* according to sise of their total 
gross assets at the end of the fourth year* There were 
fifteen small size asmpanies which had total gross 
assets up to &.50 lalshs| thirty seven medium size 
coB^anies with total gross assets between fsm51 laMis 
to as*500 laldisj and five large size companies with 
total gross assets above Ss*500 laidis, at the end of the 
fourth year* 

Table T#6.2* contains the percentages of fund 
Inflows and outflows in small, medium and large companies 
during first four years of their existence* 
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lotej Table T*6*2* is derived from Appendices 
A#5#j A«S*} and A * 11 • 


Sources of Funds 


Internal Sources i 

Table T»6,2* shows that by the end of the fourth 
year, 43 per cent of total funds came from internal 
sources in small size coH^anies, 31.0 per cent in 
medium size companies and 9.7 per cent in large ■size* 
coi^anies* In terms of growth rate, internal sources 
grew at 64 per cent annually in small coopanies, at 
47*5 per cent in medium con^anies and at 46 per emt 
in large coapanies during the four-year period.* 

After attaining maturity, medium and large size 
companies are likely to show larger percezita..e of fund 
inflotfs from internal sources. 

♦Single linear rate of growth. 

♦♦In 1962-63, the percentages of fund infloifs from 
internal sources were 49 in 1333 medium and large 
companies and 30 in 1015 small companies, cf . 

Reserve Bank of India Bulletins . July and October 1964, 
Tables 7 and 4, pp.S57 and 1254, respectively. 
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Deprcciationi la small size companies, the percent a^^es 
of fund inflows from depreciation during the four-year 
period were* sH in the first year, 5*3 per ceiit in the 
second year, 11*5 per cent in the third year and 16#4 
per cent in the fourth year| 0#2 per cent in the first 
year, 1»2 per cent in the second year, 5*7 per cent in 
the third year and 14,6 per cent in the fourth year in 
medium size coaqjaniesj and nil in the first three years 
and 8*1 per cent in the fourth year in large size 
companies* 

Thus small size companies started diarging 
depreciation from the second year} from third year 
it was charged by most of these companies and at full 
rates. In case of medium size companies, the percentage 
fund inflows from depreciation was high oiily in the 
fourth year, though some of the compaiiiss started 
charging depreciation from the first year* In case 
of large companies, fund inflows fiom depreciation 
were nil during first three years, and little in the 
fourth year** 


*^0ut of total fiftson small size companies, th^ee 
charged depreciation in the first year (though the* 
absolute amounts were insignificant), ten in the 
second year, "twelve in the third* year, and thirteen (Cont.) 
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©le differ«aces ia fund inflows from depreciation 
in three types of con^ariles lai^t be attributed to 
differences in gestation periods involved. Small and 
medium size companies, #iich might have relatively 
small buildings or simple and less co’j^licated plants 
and machinery, might have completed the construction 
stage by the second or third year and started charging 
depreciation. On the other hand, large size companies 
might have constructed big buildings and is^orted 
machinery from abroad. The completion of buildings and 
installation of machinery might have taken more time. 

The longer gestation period might have gono beyond the 
fourth year. The result was that the fund inflows from 
depreciation in large eoH5)anles were nil during the first 
three years and sraall in the fourth year. In future 
years, medium and large size companies are likely to show 
higher percentage of fund inflows from depreciation 


in the fourth year. Out of thirty seven medium size 
companies, fourteen charged depreciation in the first 
year, twenty five in the second year, tweiity eight in 
the third year and thirty two in the fourth year. 
Farther, during first three years, no company* in the 
* large* group diarged depreciation} in the fourth* 
year, two coa^anies charged depreciationCone at full 
rates). 





presumably because of differences in their asset 
structures#’*' 

.^^.elQ.pm^t Reb ate.. Reserve s Table T*6.2# shows that 
the percentages of fund inflows from development rebate 
reserve in three types of companies were* 0#5 per c^t 
in the first year, nil in the second year, 4#6 per 
cent in the third year, and 2*5 per cent in the fourth 
year in small size companies | 0*3 per cent in the 
first year, 0.8 per cent in the second year, 4*7 per 
cent in the third year aiid 4*3 per cent in the f pnirhh 
year in medium size companies| and nil in the first 
two years, 0#1 per cent in the third year and nil in 
the fourth year in large size companies# 

Thus, in small and medium size companies, fund 
inflows from development rebate researve started from 
the first year, it reached high in the third year and 
declined (in percentage as well as in absolute amount) 
in the fourth year. This confirms that »st of the 


*In 1962-63, the percffiitages of fund inflows from 
depreciation were 2S in 1333 medium and large 
companies and 17 in 1015 small companies* cf . 
Reserve Ba nic of India Bulletins. July and October 
1964. Table 7 and 4, pp* 857 and 1254 respectively. 









plant and machinery in small and medium size companies 
was acquired by the end of the third year, and the 
development rebate was charged on them* In the fourth 
year, only limited machineiy might have been left 
for charging development rebate# On the other hand, 
except one, none of the five large size con^anies 
created development rebate reserve during the four-year 
period# This might be due to longer period involved in 
acquiring and installing the plant and machinery in 
these coQipanies# 

Besoms,. Provisions, .and , Sur^^ The percentage 

of fund inflows fro® reserves, provisions, and 
surpluses in three types of companies were? 1*1 per 
cent in the first year, nil in the second year 3*4 per 
cent in the third year, and 7*6 per cent in the fourth 
year in case of small size companies? 1*1 per cent in 
the first year, 2*2 per cent in the second year, 1*1 
per cent in the third year and 11*7 pei' cent in the 
fourth year in case of medium size companies, and O.S 
per cent in the first year, #*6 per cent in the second 
year, 0*3 per cent in the third year and 0.4 per cent 
in the fourth year in case of large size companies. 
3^ese percentages show that in small and medium size 

m 

companies increased percentage of funds flowed-in 
in the fourth year from this source, but in case of 





large size companies, percentage Inflow of fimds from 
this source was almost negligible during the period., 

Table T*6*2. shows that funds started flowing-in 
from reserves, provisions, and surpluses in the third 
year in small size companies and in the fourth year in 
mediiua size companies <in the first three years, the 
percentages were very small)# It might be due to the 
fact that small size companies had begun their operations 
from the begining of the third year and earned some 
profits# In medium size companies, the gestatio n 
mi#it have prolonged to one year or more, and they might 
have started operations and earned profits from the 
begining of fourth year# Large size cos^anles, however, 
mi^t laot have crossed the gestation stage during the 
period# the fund inflows from reserves, provisions and 
surpluses in these companies did not arise during the 
first four years of their existence#* 


*!0ie s mall- percentages of fund inflows from reserves, 
provisions, and surpluses in large size companies 
intact do not relate to profits; they aro^e on 
account of capital reserves (premium on sharf issues) 
and the provision for tax# 
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Hther I nternal Sources a in small size coBipanies, the 
percentages of fund inflows from other internal sources 
weres nil in the first year, 18*1 per cent in the 
second year, 1*1 per cent in the third year and 16*6 
per cent in the fourth year# In the second year, fund 
flo¥ed-in as or result of decrease in loans and 
advances and in the fourth year, as a result of decrease 
in cash balance* 

In medium size companies, the percentages of 
fund inflows from other internal sources weret aii- 
in the first year, 11 per cent in the second year, 

6*1 per cent in the third year and 1*4 per cent in 
the fourth year* In second and third years, fund flowed- 
in as a result of decrease in cash balance and in fourth 
year, as a result of decrease in other current assets* 

In large size companies, these percentages 
were* ail in the first year, 0*1 per emt in the second 
year, :^*7 per cent in the third year and 1*2 per emt 
in the fourth year* In the third year, significant 
funds flO¥ed-in from other currmt sources as a result 
of decrease in cash and banh balances, loans and 
advances and other current assets, 

aSius in small size companies, loans and advances 
mi^t have decreased in the seco'nd year because asaoimts 
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reXatlzig to cortain ¥Orks, etc* were transferred to 
specific items on their completion. In the fourth 
year, funds flowed-in as a result of decrease in cash 
balance* Medium size companies also used up their 
cash balance in the second year to pay for the fixed 
assets. But in case of large size companies, it v&s 
only in the third year that the funds flowed-in as a 
result of decrease in current assets* In this year, 

93*5 per cent of total funds flowed-out into fixed 
assets. In order to meet this, current assets were 
decreased. 

External Sources 

The percentages of fund inflows from total 
external sources during the four-year period weret 
98,4 per c«it in the first year, 76,6 per cent in the 
second year, 79,4 per cent in the third year and 57.0 
per cent in the fourth year in small size companies 5 
98*4 per cent in the first year, 84.8 per cent in the 
second year, 82,3 per cent in the third year and 63,1 
per cent in the fourth year in medium size companies| 
and 99.5 per cent in the first year, 99.3 per cent in 
the second year, 76,9 per cent in the third year and 
90,3 per cent in the fourth year in large size companies. 
Thus, in all the three types of companies, the percentages 
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of e3cternal sources declined during the period. ®x© 
extent of annual decreases were* 10.5 per cent in 
small size companies, 7.76 per cent in medium size 
companies and 2.5 per cent in large size companies. 

The percentage decrease was highest in small size 
companies because they succeeded in raising funds 
from internal sources earlier. But among large size 
con^anies, there were only few companies which could 
raise significant funds from internal sources. However, 
medium and large size companies are likely to show a 
faster decrease in percentage fund inflows from extemal 
sources in future as against small companies.* 

Share Issues i The percentages of fund inflows from 
share issues in three types of coa^anies weres 68.8 
per cent in the first year, 38.3 per cent in the second 
year, 23.0 per cent in the third year and 41.8 per cmt 
in the fourth year in small size companies! S5.9 per 
cent in the first year, 47.1 per cent la the second 
year, 20.8 per cent in the third year and 23.9 per cent 


♦In 1^2-63, the percentages of fund inflows from extemal 
sources were 61 in 1333 medium and large companies .and 70 
in 1016 small companies. Reserve Bank of India 

Bulletins . July and October 1964. Table 7 and 4, pp.857 


and 1264 respectively 
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in the fourth year in medinm size coapaniesf and 96.0 
per cent in the first year, 77.4 per cent in the second 
year, 34,2 per cent in the third year and 23*1 per cent 
in the fourth year in large size cou^anies* These 
percentages give two indications: One, the percentages 
of fund inflows from share issues increased with the 
increase in size of issues and, two, in small and 
medium size companies, the percentp^ge fund inflows 
increased in fourth year as against further decrease 
in large size companies* 

is far as hi^er percentages of fund inflows from 
share Issues are concerned, the extent of fixed asset 
financing mi^t he an important factor causing differences 
in three size groups* Besides, in simll and medium size 
companies, the percentage fund inflows from sliare issues 
increase in the fourth year presumably because they 
raised additional funds from this source immediately 
after the completion of gestation period* 

la the three size-groups, the percentages of fund 
inflows from ^are issues declined during the period* 

But the degree of decrease was different in three types 
of cos^anies* la small size companies, the annual^ rate 
of decrease was 10 per cent, in medium size companies, 
17*5 per cent, and in large size companies, 19 per cent* 



139- 


Long-Te rm Debts » !i3ie percentages of fund inflows from 
long-term loans were* 8*1 per coit in the first year^ 

26*6 per cent in the second year, 21*8 per cent in the 
third year and 5.1 per cent in the fourth year in small 
size companies, 1*3 per cent in the first year, 19*4 
per cent in the second year, 24*4 per cent in the third 
year and 15*4 per cent in the fourth year in median size 
companies! and nil in the first year, 15*2 per cent in 
the second year, 36*6 per cent in the third year and 32*8 
per cent in the fourth year in large size con^anies* 

Thus, in small size companies, the percentage of 
fund inflows from long-term loans started declining from 
the third year as against medium and large size companies 
from the fourth year* This might be due to the fact that 
as a result of decline in the percfflatage of fund outflows 
into fixed assets in the third year, the percentages of 
fund inflows from, long-tem loans might have declined* 

In medium and large size companies, decline in the 
percentage fund outflows into fixed assets in the fourth 
year mi^t have resulted a decrease in the percental,© 
fund inflows from long-term loans. Beside^, in large 
size coE^anies, hi^er percentages of funds flowed-in 
from long-term loans as compared to small and meditaa 
size companies* This might be due to the fact that 
those coB^anies idiich had larger* fixed assets involved 
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higher Icaig-term financing.* Hmce relatively laore 
long-term loans in large size coiapanies, 

Short-Term Debts t The percentages of fund inflows from 
short-term debts weres 21.6 per cent in the first year, 
11 #7 per cent in the second year, 34*6 per cent in the 
third year and 10.1 per cent in the fourth year in 
case of small size companiesi 11*2 per ceiit in the first 
year, 18*3 per cent in the second year, 37#1 per cent in 
the third year and per cent in the fourth year in 
case of medium size companies} and 3*5 per cent*4n the 
first year, 6*7 per cent in the second year, 5*1 per 
cent in the third year and 34*4 per cent in the fourth 
year in case of large size companies* These percentages 
give two indications! One, in small and medium size 
coii®>anies, the percentages of short-term loans declined 
in the fourth year as against an increase in large size 
companies* Two, the percentages of fund inflows from 
short-tsOT loans were larger in small arid medium size 
companies as against large size companies during first 
three years of the period* 

♦Infra * pages 147-8* 

♦♦In more matured companies, small size companieo raised 
higher percentages of funds through short-ter-i loans 
(66*5 per cent) as against medium and large companies 

(35 per cent) in 196^-63 • ^* .Reserve... of India 
October and July 1964* Tables 4 and 7, 

pp*1254 and 867 respectively. 
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As far as first point is concerned, increase in 
internal sources by the end of third year in smll and 
medium size companies might be an important factor 
causing percentage decline in short-term loans in the 
fourth year* But in large size companies, this was 
not true because they had little internal financing 
by the end of the period. Regarding second point, 
the timing of starting operations ,might be an important 
factor* small and medium size companies mi^t have 
started operations earlier, hence the hi^er fund 
inflows from short-term loans during first three years 
as against large size cospanies* 

fhus, from the analysis of sources of funds in 
small, medium and large size cospanies, three main 
conclusions emerge: One, as between internal and external 
sources, the perceitages of fund Infloiirs from intersial 
sources increased and from external sources decreased 
during the period in all the three typ^s of compaiiies. 

In small size coipanies, the perceiitage fund inflows 
from internal sources increased at 64 per cent, in 
medium size coiipanies, at 47.6 per ceiit and in large 
size companies, at 46 per cent. Conversely, the 
percentage fund inflows from external sources decreased 
at 10.5 per cent in small size companies, at 7.75 per 
cent in medium size coapanies and at 2.6 per cmt in 




large size con^anies, during the four-year period* 

Two, as hetwem internal sources, small size 
companies raised increasingly more funds from 
depreciation, development rebate reserve and reserves, 
provisions, and surpluses from the third year, and 
medium size companies from the fourth year. But large 
size companies could raise little funds from these 
sources during the period* 

Three, as between external sources, the 
perc«titages of fund inflows from share issues decreased 
in small, medium and large size coa^anies during the 
period! but in medium and large size companies, the 
rate of decrease was faster than the rate of decrease 
in small size companies* The percentages of fund 
Inflows from long-teim debts started declining fjpom 
the third year in small size coi]Q)anies as against 
increase in the fourth year in medium and large size 
companies. Bie percentages of fund inflows from short- 
term loans declined during fourth year in small and medium 
size companies as against an increase in large size 
companies* 
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Uses of Funds 

Current Ufses 

The percentages of fund outflows into three 
types of companies were* 48*4 per cent in the first 
year, 17.0 per cent in the second year, 57.4 per cent 
in the third year and 17*7 per cent in the fourth year 
in small size companies} 59*3 per ‘cent in the first 
year, 18*7 per cent in the second year, 36*8 per cent 
in the third year and 62*3 per cent in the four|h year 
in medium size companies} and 86*6 per cent in the first 
year, 38*4 per cent in the second year, 5*2 per cent in 
the third year and 38*1 per cmt in the fourth year in 
large size coa^ianies** 

In small size companies, the percentage fund 
outflows into current assets decreased in the second 
year, increased in the third year and again decreased in 


♦In 1962-63, the percentages of fund outflows into 
current assets were 45 in 1333 medium and large 
companies and 66 in 1015 small companies* jgf* Res erve 
Bank of India Bulletins * July and October 1964. 
Tables? and 4, and pp. 357 and 1254 respectively* 
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the fourth year* In the second year, the decrease 
■sras caused by an increase in the fixed assets* In 
the third year, increase might be due to working capital 
requirements, in the fourth year, sigaificant decrease 
in perceata^e fund outflows into current assets mi^t 
be due to losses on the one hand and increase in fixed 
assets on the other* 

In medium and large size companies, the percentage 
decline in fund outflows into current assets in the 
second and third years was due to increased fung outflows 
into fixed assets* 

Inventories 8 Bie percentages of fund outflows into 
inventoiies in three types of congjanies were* 12*4 
per cent in the first year, 12#S per cent in the second 
year, 33*3 per cent in the third year and nil in the 
fourth year in small size companies? 6*7 per cent in the 
first year, 14*8 per cent in the second year, ££>*8 per 
cent in the third year and 33*3 per cent in the fourth 
year in medium size companies! and nil in the first 
year, 1*1 per cent in the second year, 5*0 per cent in 
the third year and 17*7 per cent in the fourth year in 
large size companies* ®ius, larger percentages of fuh^ 
flowed out into iiiventories in small and medium size 
coH^sanies during the four-year period* But in ctise of 





large size companies, fond outflows into inventories 
actually started from the fourth year» It might be 
due to the fact that the former two types of companies 
might have started operations earlier, so larger fund 
outflows into inventories in their case* But the 
latter types of cocrpanies might have started little 
operations in the fourth year, hence small fond outflows 
into inventories only in this year,** 

Sundry Debtors ! Bae percoitages of fund outflows into 
sundry debtors during the four-year period werej 0*6 
per cent in the first year, 2*1 per cent in the second 
year, 6»7 per cent in the third year and 7*6 per cent 
in the fourth year in small size companies! 1*6 per 
cent in the first year, 3*8 per cent each in the second 
and third years and 16 per cent in the fourth year in 
medium size companies! and nil in the first and second 
years, 0*2 per cent in the third year and 0*1 per cmt 
in the fourth year in large size companies* 


“••In 1962-63, the percentages of fund outflows into 
inventories were 22 in 1333 medium and large companies 
and 38 in 1015 small companies. js£* Reserve - Batik 
ijndia Bulletins . iJuly and October 1964* Tables 7 
and 4, and pp* 867 and 1264 respectively# 
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Thus, in large size companies, the percentage 
fund outflows into sundiy debtors were insignificant, 
as compared to small and medium size companies. Eiis 
might be due to relatively smaller level of operations 
in large size companies and increased operations in 
small and medium size companies daring the period* 
Besides, in medium size con^anies, the perceutai^e of 
fund outflows into sundry debtors was higher in the 
fourth year as against small size companies. This 
might be due to the fact that medium size companies 
extended more credits to their customers. 

Sash and Bank Balances t The percentages of fond 
outflows into cash and bank balances in three types of 
companies were* 19*9 per cent in the first year, 2*1 
per cent in the second year, and nil in the third and 
fourth years in small size companies! 39.0 per ccsit in 
the first year, nil in the second aiid tiiird years and 
10*6 per cent in the fourth year in medium size 
companies! and 16,3 per cent in the first year, 33,2 
per c^t in the second year, nil in the third year and 
2*1 per cent in the fourth year in large si^e companies. 
Thus, in small, medium and large size companies, further 
funds were not used in building cash end bank balafices in 
later years of the period. Besides, there is no 
significant difference in percentage fund outflows into 
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cash anc3 basak balances among three tsrpes of companies* 

Other C urrent CJses s I3ie percentages of fund outflows 
into other current uses in three types of companies weres 
15*6 per cent in the first year, nil in the second year, 
18*4 per cent in the third year and 10*1 per cent in the 
fourth year in small size congjanies; 12*2 per cent in the 
first year, 1.1 per cent in the second year, 3*2 per cent 

I 

in the third year and 3*4 per cent in the fourth year in 
medium size companies| and 69.3 per cent in the first 
year, 4*1 per cent in the second year, nil in the third 
year and 18.1 per cent in the fourth year in large size 
eoixpanies* Thus, in small and large size cosqpanies, 
funds were raised by decreasing other current assets* 

In medium size companies, the decrease in marketable 
securities was offset by a hi^er increase in loans 
and advances, and this resulted in continuous outflow 
of funds into other current assets in these coi^anies 
during the period. 

Fixed Assets and Investments 

Ihe percentages of fund outflows into fixed 
assets and investments in three types of companies ware's 
46,7 per cent in the first year, 73,4 per cent in lihe 
second year, 32*2 per cent in the third year and 59*6 
per’ cent in the fourth year in sliall size companiesj 
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35.9 per cent in the first year, 80.0 per cent in the 
second year, 56.8 per cent in the third year and 34. § 
per cent in the fourth year in mediuia size conpaniesi 
and 7.5 per cent in the first year, 58.6 per cent in 
the Second year, 93*5 per cent in the third year and 
Sirifl per cent in the fourth year in large size coapanies. 
Thus, the percentage fund outflows into fixed assets 
were larger in the intervening (second and third) years 
of the period in three types of companies* 

The percentage fund outflows into fixed assets 
were larger in small and medium size coa^anies as 
coHpared to large size congjanies in the first year* 

Biis mi^t be due to the nature of assets in three 
types of companies* In small and medium size coupajoies, 
certain assets mii^it have been acquired in the first 
year (because of indigeneous character or smallness in 
size, etc*) but large size coi^anies aiight have acquired 
only little of then by this time. In the second year 
again, the percentage outflow of funds into fixed assets 
were larger in small and medium size coa^anies as 
cos^ared to large size coapanies. The probable difference 
of gestation period in three types of coi^anies might 
have influenced the perceaitage fund outflows in th^ 
second year* 
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In the third year, the percentage of fund outflows 
into fixed assets went up very high in large size 
companies, as against a decrease in small and aedi.'ia size 
companies* fhis might be das to the fact that by the 
end of third year, major part of buildings mi^it have 
been completed and machines bought by large size 
companies* laturally this involved large funds. On the 
other hand, small and mediiM size .companies might have 
largely met their fixed asset needs earlier, therefore, 
the percentage of fund outflows into this item declined 
in the third year* 

In the fourth year, there was aii increase in 
percentage of fund outflows into fixed assets in small 
size companies, as against decrease in medium and large 
size congianies,* In small size con^anies, the increase 
might be due to the fact that certain items of fixed 
assets yiich could not be lK>ught during earlier years 
because of shortage of funds were boui^t during this 
year. Ihis is farther confimed by the fact that they 


♦In 1962-63, the percentages of fund outflows into 
fixed assets were 55 in 1333 medium and large 
companies and 34 in small companies* ef * Heserve 
Bank of India Bulletins * duly and October 1964, 
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raised additional funds from share issues during the 
fourth year** 

Other Onclassifled Uses 

The percentages of f;md outflows into other 
unclassified uses were* 5*9 per cent in the first year, 

9 #6 per cent in the second year, 10 »4 per cent in the 
third year and 22»B per cent in thp fourth year in 
small size companies; 4*8 per cent in the first year, 

1»3 per cent in the second year, 6,4 per cent in the 
third year and 3*6 per cent in the fourth year in 
medium size coiiqjanies; and 6*9 per cent in the first 
year, 3*0 per cent in the second year, 1*3 per cent in 
the third year and 9*8 per cent in the fourth year in 
large size coniianies* 

In small size coispanies, the percentages of fund 
outflows into other unclassified uses were high 
presumably because they could start operations in the 
first year and showed losses* In the fourth year, 
there was no additional loss in these con^anies but 
because of repayment of current and non-c iwent 
liabilities, the fund outflows into this item increased; 

In medium size cospanies, the outfla/of foilds 
into other unclassified uses were mainly in the form of 


•supra * p*i37. 
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preliminaiy ejqpenses during first tw years and losses 
during last tw years of the period# The losses 
declined in the fourth year presuaiably because of hiipier 
rolmae of operations# 

In large size co.^paaies, the fund outflows into 
other unclassified uses were mainly in the form of deferred 
esqpenses in the first two years, repayment of certain 
current liabilities in the third year and losses in the 
fourth year* The large size companies started incurring 
losses from the fourth year presumably because ©f the 
late operations# 

From the above analysis of fund outflows in three 
types of companies, five conclusions emerges One, as 
between current and fix^ uses, the percentage of fond 
outflows into current uses increased and into fis:ed uses 
decreased in the fourth year in medium and large size 
companies# In small size companies, tile percentage fund 
outflows into current uses increased in the third year 
and decreased in the fourth year# Two, as between 
current uses, the percentages of fund outflows into 
inventories and debtors were insignificant in large size 
companies as <^apsred to small and medium size companies* 
Three, the percentages of fund outflows into fixed assets 
and’investm^ts were largetin laS^ge size companies as 





compared to small and medium size companies* Besides, 
the percentages of fond outflows into fixed assets w§re 
largest in the second year in small and medium size 
companies and in the third year in large size companies* 
This indicates the differences in time lag involved in 
acquiring fixed assets in three types of companies* 

Pour, in small size companies, losses were limited to 
third years but in medium size companies they largely 
arose from the third year and in large size companies 
from the fourth year* Fifth, small size companies 
started paying off current and non-current liabilities 
from the fourth year but medium and large size companies 
did not pay off non-current liabilities (to any 
significant extent) during the four-year period* 

5K1US, it is clear from the analysis of sources 
and uses of funds in small, medium and large size 
companies that in those cases yiere the perceata_,e fund 
iafloiiTS and outflows were influenced by the size of 
companies, medium size coa^anies remained in the middle 
of small and large size companies* However, in certain 
cases, the pattern of fund inflows and outfLo&js in 
medium size coi^anies tos closer to that of small size 
co!ig>anies| in certain cases it was closer to that of 
large size coagsanies. But in most, of the cases, it was 
closer to small size coiEisanies* .Eiis is due to pre- 
dominance of comnanies belonging to lo\fer limit of medium 
size* 
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OptflBial <;« pital structure 

Optiml financing decisions involve planning of 
sources and uses of funds to jnaxiaize net returns* This 
isaplies the choosing of a combination of sources i&ich 
minimizes the cost of capital and loosing a mix of uses 
which maximizes the return. Choice of combination of 
sources implies the pioblsm of capital structure. 

Funds may be raised either through shares, or 
debentures, or term loans, or short term sources, as 
for the choice between differ^t sources, it depends 
upon three important considerations* income, risk and 
control. 

Income 


The primary aim of a business enterprise is to 
maximize the earnings* This aim can be achieved by 
choosing sources with minimum cost. Payments to 
prefermce shareholders and debenture holders are fixed.' 
Therefore, maximization of their income is not the 
objective for financing decisions.- But the ordinary 
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sharoholders have residual claim on profits. Therefore 
the aiB of maximization of earnings relates to tliom, 

Barnlngs Per Share (eps) may be a useful index 
for analysing the income aspect* The relationship 
between eps and capital structure is circular - both 
affecting one another. 

Earnings per share can be increased by raising 
funds from those sources idiich involve incremeiital cost 
lower than the Incremental eaniings. The explicit cost 
of preference ^ares is the payment of dividends at 
contractual rates plus tax. 2he explicit cost of 
debentures and loans ordinarily is the payment of 
interest. If pre-tax earnings are higher than the 
amount of dividsaids plus tax and interest on preference 
shares and borrowed capital respectively, the excess 
will got to ordinary shar^olders. Thus, they will get 
earnings at higher rates than the rat 3, of return on 
the entire capitalization of the business. The 
inclusion of fixed charge securities in the capital 
structure is called ’trading on equity* and the 
additional gain to ordinary ^ar^olders by including 
these securities is called ‘leverage*. Because of, 
leverage advantage, a fiOT lai^t be tempted to issue 
fixed charge securities in order, to raise the eps. 
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Risk is the probable exposure to loss. It is 
expressed in terms of ‘implicit* cost. Different 
sources involve different degrees of risk and, therefore, 
implicit cost varies "with the type of sources included 
in the capital structure. Increase in risk raises the 
capitalisation rate of a business idaich may, in its 
turn, lower down the market price of shares unless it is 
offS3t by cn increase in earnings per share. Thus, the 
maxluisation of earnings per share is also related to 
the de-jrco of risk associated with differmt sources 
of finds. 

Bisk on ordinary shares may arise because of 
dilution in earnings per share, C&iless the rate of 
iiicremet'ital earaings from a new project is hii^er than 
the rat© of return on «tire capitalization of the 
business, financing throu^ ordinary ^ares may lower 
dow*?! the earnings per share, Mith a decline in eps, 
the market price of shares is likely to decline and the 
investors nmy like to shift their investments to other 
firms with same degree of risk on similar securities 
but offering higher earnings. 

Risk in case of preference ^shares and borrowed 

opital arlso, beeauso of fl«d rolatoa to then. 
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Prsforenee shares involve payments in the form of 
dividends at contractual rates plus tax and the 
provision for sinking fund} if they arc redeemable 
preference shares. Borrowed capital} on the other hand, 
involves payment of interest and repayment of principal. 
Payments related to borrowed capital cannot be postponed} 
but the payments related to preference shares can. be 
postponed under certain conditions. 

The amount of fixed payments increases ^vith the 
additional issue of preference shares or borrowings. 

Since no business can bo sure of its future fund Inflows, 
the chances of default increase vdth the increase in the 
burden of fixed payments. Therefore, hi^ leverage 
raises the capitalisation rate of the business vjith 
rise in the degree of risk beyond a critical limit. 


Control 


The control of a coa^any lies in the hands of 

thoao «ho bear the maximum risk. Since ordinary share- 
holders bear maximum risk, the control of a company 
lies in their hands, with additional Issue of 
ordinary shares, n« shardiolders may share the control 
That may mean dilution in controlling power of existing 


shareholders. 

“«'Se© Figure F»?*l*f 
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In some Cases ordinary shareholders assign high 
xfei^tage to control aspect* In order to safeguard 
the interest of these shar^olders, the Indian Coapanlos 
hcbj 1^66 provides that unless otherwise stated in the 
Articles of the company, ordinary shar^olders xd.ll have 
pro ea^tive rights on additional issue of ordinary siiares* 

The problem of capital structure essentially 
ooils down to the choice between equity capital on the 
one hand and preference share and borrox/ed capital on 
the other* By including fixed charge securities in the 
capital structure, the income of ordinaiy shareholders 
increases* This Increase in the earnings of ordinary 
shareholders is explained by leverage* However, there 
is some controversy regarding the concept of leverage* 

In order to lend clarity to the concept of leverage, 
Professor Hunt divides it into tx^o parts* ‘trading on 
equity* and ‘leverage*, or, • balance- shiet leverage* 
and ‘income statement leverage** 

* .Trading on louity* _ (Balance-^eet Levera ge) * Pearson 
Hand defines trading on equity in the following words* 

”fhe use of fixed (or limited) charge securities in the 
capitalisation of a eoi^any, measured by the ratio of 

(i) the rate of return on existing common stock to 

(ii) the rate of return on the entire capitalisation as 
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it ifoald hav 0 been if there were only coaion stools 
ont standing”,* 


The ratio of trading on equity is expressed ass 


iZSg « riY^wf j C ^ Y»p 
I cs~/ Ii sF 


» 1 
s 



If preferred stock were also used, the formula 
would become as follows s 




Mierei 

C a The total capitalization of the corporationf 
D * The proportion of debt and preferred stock in the 
total capitalization, O f D / Is 
S » The proportion of common stock in the total 
capitalization, 0 S 1| 

F a The interest charges or product CD| 

F** The preferred dividend requiraaentss 

t * The rate of taxation on incomei 

0 m ihe cosQjlement of rate of taxation or (l-t)j 


♦Hunt, Pearson# *A Proposal for Precise Definition of 
“Trading on Equity" and "Leverage". Journal, o f # 


September 1961# pp# 383-6# 


as9- 


Y * The amount of earnings available before interest 
and taxes I 

JS » The amount of earaings available to common equity 
after interest and taxes j 

Canital Leverage (Income Statement Levera. e) ? He defines 
leverage as follows: “Ihe effect of changes in earnings 
under conditions \here the capitalization is not altered, 
created by the use of fixed (or limited) charge 
securities in the capitalization of a con^any measure 
by the ratio of (i) the rate of growth in earnings 
available to common stock equity to (ii) the rate of 
growth of earnings before interest and taxes** t*** 

Symbolically, 

L.verag. 7 , ^ 


Where) 

y » a <hange in Y| and e « a change in B caused by 
occurance of Y* 

If preference shares were also used, the fonaula 
would become as follows: 

f T 

1 1 '■ ‘ " ' 
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Thus the ‘trading on aqoity* relates Ghanj^es 
in the debt-eqoity proportions to the rate of ret am 
on the ordinary shares. The primarj/' ad^anta^c occoring 
to ordinary shareholders from ‘trading on equity* arises 
when fijnds raised throuj^ debt or preference shares can 
be employed to produce a rate of return higher tnan the 
cost of capital, Ihe extent of ‘trading on equity* 
changes i-ath the changes in the proportions of ordinary 
share capital or with the changes in fixed charges. On 
the other hand, leverage is concerned with how such 
a change in earnings will effect the returns on ordinary 
shares. For a given level of income, the extent of 
leverage increases with the increase in the proportion 
of fixed charges. Thus, high leverage implies the larger 
proportion of fixed charges ihich may mean increased risk# 
Further, if incremental earnings are lower than the 
incremental cost of borrowings, the application of negative 
leverage would lower down the earnings per share sharply. 
Leverage shows the effect of trading on equity on earnings 
per share on the one hand and the degree of risk on the 
other. 

From theoretical point of view, this distinction 
between leverage and trading on equity is of groat ^ 
signlficince. But in practice, this distinction may not 

be easy to draw* 
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.ftpl^lmal Capita;! StruGtuT>«> 

Another question relates to the extent to idiieh 
a firm may take advantage of leverage. In literature, 
there are two approaches dealing with this aspect of the 
thwry of optimal capital structurei traditional 
approach and non-traditional approach. According to the 
traditional approach, the cost of capital of a firm is 
influenced by its capital structure. Because of this 
relationship, the idea of optimal capital structure has 
great significance in the theoiy of finance. But, on the 
other hand, according to non-traditional approach, the 
cost of capital is independent of capital stractui*© and 
hence the problem of optimal capital structure does not 
emerge. 


According to traditional approach, the effect of 
leverage is of central importance in determining the 
best mix of debt and equity. An optimal capital structure 
is one that minimizes the ove:mll cost of capital to a 
company. It is the combination of debt and equity idiich 
will maximize the earnings per share and market price of 
shares. 


Theorists of 4his groiQ» assert that there is an 
optimum point or range of financial leverage for every 
firm at ihich the market price of ordinary shares will, be 





relatively higher thaa at other degrees of leverage* 

They suggest an optiiaal capital structures the leverage 
should he increased until the marginal cost of additional 
debt is equal to company* s average cost of capital 

This relationship is shorn in figure F*7*l*, %«i®re 
ke is the cost of equity capital, ki is the cost of debt 
capital, m is the marginal cost of borrowing, k is the 
rate of earuings before interest and tax, and ko is the 
overall cost of capital. The aggregate cost of capital 
is detemined by weighting ke and ki by the relative 
aEKJunts of equity and debt used by the fim. 


♦Stoloaon, Ezra, ‘leverage and the cost of capital*, , 
The Journal of Finance t May, 1963. 


Additiom fa Capital 


X 


Source t 


Ezrcx Solomarij Leverage ihe Cosi of Capiiol 
The Journal of Finahce^ May ^ 1963. P. 2.11 





starting with a firm financed by equity funds 
(L*0), the combined cost of capital (Ico) decreases as- 
debt is added to th© capital structure until the point 
is reached vhere the risk avoidance of potential 
lenders causes the marginal cost of debt (m) to rise* 

This makes the average cost of debt curve (ki) move 
upward, though more slowly than the marginal curve# 
According to this logic, an ideal degree of leverage 
is attained idien the marginal cost of debt (m) is equal 
to the company* s average cost of capital, R in the 
diagram represents the minimum cost of capital# 
Subsequently, as m rises above ko, the combined cost of 
capital increases as iwre debt is raised. 

Figure P*7#l# implies that the marginal cost curve 
will intersect average oust curve at its minimum point# 
But this relationship between marginal and averai^e cost 
curves is doubtful on two grounds* One, the overall cost 
of capital is a weighted average of both the average cost 
of debt capital, M, and the average cost of equity 
capital, ke# Two, the marginal cost of debt curve, a, 
simply shows the rate iMda the company must^pay on 
each increment of debt# If or %lien it intersects the 
average cost of cspi,tal' depends upon the sharpness of 
th® rate of cdiange and the effect of the increased 
leverage* mother drai^ack with aterginal approach is 
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that it is difficult to detemLne these curves 
statistically. As a result, it is laot easily possible 
to ascertain the optiml use of financial leverage. 

Despite these liaiitations, marginal approach has 
a significant place in the theory of finance. However, 
in Solomon's diagram (Figure F.7.1), certain improvements 
have been suggested to mahe the approach more useful. 

!K!iese improvements mainly relate to the shape of curves 
and the definition of marginal cost. 

On the other extreme, there are non-traditional 
theorists idio reject the theory of optimum capital 
structure* Their views st^ largely from the Modigliani - 
Miller position that a firm's total investment value and 
the cost of capital is independmt of its capital 
structure and that, therefore, the overall cost of capital, 
ko, is constant for all levels of financial leverage. 

’'‘Cohen, Jerome and itobbins, Sidney, M* i. l*inan^ , a l 
Hew loTkt Harper and Bow, and Tokyoi John 

Weatheihillf luo*» 196®* PP* 608*9. 

**Hoaigliani, Franco and Miller, M.H. 'fhe Cost of Capital, 
CJorporation Finance, and the Theory of Investment* 

«.n teono ule S«>t»ber, 1969. 



Bat the Moaigliani - Miller theorem is based on the 
unrealistic assumption of existence of perfect market^ 
it considers only long-tera effect and ig.iOres effect 
of tax completely. Therefore, their stand is gerierally 
not acceptable* 

Thus the notion of optimal capital structure 
holds good on theoretical grounds* Commenting on the 
effect of financial leverage on the "’cost of capital, 
Esra Solomon concludes* *'In short, the thesis that a 
co3^any*s cost of capital is independent of its 
financial structure is not valid, as far the lov 0 ^a^J© 
effect is concerned (and ignoring all the other 
considerations that mi^t influence the choice between 
debt and equity), there does exist a clearly definable 
optimum position - namely, the point at the 

laarginal cost of more debt is equal to, or greater than, 
a company’s average cost of capital.* 

Other Factors Influencing the Capital Structure of 

M 

In addition to income, risk and control, there 

** 

aro other factors #iich influence the capital structure 


♦SolosKJn, Ezra. ’Leverage and the Cost of Capital*.’ 
Tho Journal of Fiiianc.g t May, 1963. ’p. 279. 
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of a fins* These factors ares size of tlie business, 
prospects of gro-Mth, nature of the fira, type of business 
customos in the industry, attitude of the invostuont 
market, tax coasideraticn, gover^iiient policy, ete« It 
has not been possible yet to incorporate these fr^ctors 
into the formal theory of optimal capital structure or 
to explain them significantly in empirical researcii* 
Still they exercise considerable influence in practice 
on the capital structure of firms. 



chapter sight 


AP^Iysxs of capital Structure of Mow Goiroanles 

The analysis of capital structure of nevi companies 
is arranged in two parts s 

(1) Capital structure of fifty seven new companies} 

(2) Capital structure of (a) small, (b) medium, 
and (c) large size coiapanies. 

Capital .Structure of All Hew Companies 
Tahlo T#8#l. contains figures relating to 


aggregate balance-sheets of all fifty seven new cor^anies 
for the first four years of their existence# 
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♦Derived frost Appendix A.l. 

Hote* (1) Short-term loans includes bank loans and 
loans from others# 

(2) Other curr^t liabilities Includes trade 
credits, provision i^or tax and other 
current liabilities. 

(3) Long-teim loans includes debentures, 
bank laortgages, loans from finance 
corporations, fixed deposits, loans 

from Cioverniaent and other long-term loans. 

(4) let worth consists ofs ordinary share 
capital plus credit balance of profit and 
loss account, capital reserve, general and 
other reserves, development rebate reserve 
minus losses and deferred expenses 
appearing on the asset side of the balance- 
sheets. 

(6) Current assets includes inventories, 
sundry debtors, cash and bank balance, 
loans and advances and other current assets, 

(6) let fixed assets includes net fixed assets 
and long-term investments* 
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With the help of Table T,8.1., Table T.S.is. 
has been. Tfjorked out* This Table contains figures 
relating to capital structure of all nei'j coLipaaies 
during first four years of their existence* 
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notes (1) Other current liahilities, noraally not 

involving e^^llcit cost, have been excluded' 
from the capital structure. 

(2) strictly speaking, preference shares are 
neither equity nor debt. In the present 
context, classifying into fixed diargs 
capital and equity capital, preference 
share capital is included, in the former 
category* 

(3) !Ehe leverage ratio is measured as i| t-iier© 

a 

S is the proportion of net xio'jth In the 
total capital. 

Lavara;-e Ratio 

According to Table f.8.2., levera^,© ratios 
during the four**year period weres 1.2 m tne first 
year, 1.4 in the second year, 1.3 in the third year 
and 2.1 in the fourth year. !Rius, leverage ratios 
showed a steady lise during the period* This increase 
in leverage ratios is shoi® in Figur® F.3.1. 



' 17 &. 


Figufe.F.B'\.: Leverage Ration in the Caj^ifal 

Structure of New Companies 



Table T#8*2* and Figure P.8.1, indicate that 
the leVQTB.i,e ratios in the first two jears were smai i -%r 
pr^^siMably peeause of two reasons* One, con^anies were 
bailcling up eqi-*it 3 r base, and, two, small flnauelng needs 
in these earlier years might have rendered borroi^jings 
before the start of operations uonocessary. But in the 
last two years, the leverage ratios increased, 
significantly. In the fourth year, for instance, the 
amount of debt was in excess of shareholders net wrth. 

This excess was caused by hi^er percentage increase in 

m 

snort-tena and long-term loans. 3udh increase in 
Icverat^e ratios might be pecfiliar to new companies. 

In their case, capital needs are hi^ but raising of 
large amounts of. capital through ©oiiity ist.ues is 
generally not resorted to by companies. Capital 
market conditions also do not permit raising of large 
amount of capital through equity shares. However, 
with the passage of time as companies earn profits 
and retain a part of them, the leverage ratio is 
likely to come down to a normal level Indicated by a 
bigger sample of existing coa^anles,* 

♦For instance, in 1963-64, the debt-equity ratio for 
1333 more matured companies was 1*3.2, By applying 
to measure the leverage ratio, the figure comes to 

g 

1.3, But this ratio excludes short-term lorins from (Cont.) 
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A company might like to raise capital throu^ 
debt mainly because of t^so possible reasons* it might 
like to take advantage of increased leverage in order 
to raise earnings per share, or it might borrow because 
it is not able to raise enough capital through equity 
sources# In the early years of operations of a 
company, increased earnings per share might not be 
the immediate objective of the borrowings* During 
these years, the profitability is usually very low 
and, therefore, the use of leverage in raising eps 
might not be very meaningful. Still they might prefer 
increased leverage from long-term point of view. 
However, use of borrowed capital as a matter of 
necessity might be move dominant consideration in 
early years. Conditions in capital markets in India 
do not provide opportunities for raising very large 
proportion of capital through ordinary shares. 

aabts and Includes preference shares In equity. After 
these adjustments, the debt-equity ratio comes to 1:1, £ 
and the leTera^e ratio to 1.8 (caloulated from the 
combined balance-sheet of 1333 companies for 1963-64) 
^.'Finances of Indian Joint StooK Oons-anles, 1963-64' , 
Banh O f BulletiB. Hovember 1965. Table 


13. pp# 1706-7* 
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For those companies ii^ich are neither backed by reputed 
proasoters nor clearly suggest bright future prospects,-, 
the raising of risk capital mi^t be very difficult* 
Ordinarily} companies ml^t like to fill up the gap 
through debt capital* 

Loans 

Figures appearing in Table Ti8*2* indicate that 
the short-term loans increased in percentages as well 
as in absolute amounts during the period* The 
percentages of short-term loans weres 5*3 per c&'it in 
the first year, 5*1 per cent in the second year, 10*4 
per cent in the third year and 15*8 per cent in the 
fourth year. 

In the first two years, the peremtages of 
short-term loans were low presumably because of small 
working capital requirements and absence of suitable 
securities to pledge against these loans, ’With change 
in these two factors, the percentages weiit up daring 
third and fourth years# 

The annual linear growth rate of short-term 
loans was 45*5 per cent during the period* This high 
rate of growth might be duo to close relationship 
botwben short-term loans and working capital req’iir ©spates 



-176- 


on the one hand, and the wrklng capital requirements 
and the level of operations on the other. Because of^ 
this relationship, snort-tern loans sd^t further rise 
with increase in volume of operations in later years. 

Long-Term Loans 

Figures appearing in Table T.8.2. indicate that 
the long-term loans increased absolutely as well as 
relatively during the four-year period. The percentages 
of long-term loans were* 2.1 per cent in the first year, 
14.6 per cent in the second year, ^.4 per cent in the 
third year and 28.6 per cent in the fourth year. Thus, 
the percentages of long-term loans showed a steep rise 
in the second and third years but slowed down in the 
fourth year. The annual growth rate of long-term loans 
was 313 per cent during the four-year period. This 
high growth rate indicates that the percentages of long- 
term loans show a steep rise in the early years ox a 
company* s life. 

♦In case of 1333 more matured eoii5)anies, the percentage 
of short-term loans in total capital was 21.2 in 
1963-64. msmfl Sovelber, 


1966. Table 13. p* 1706 
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In the first year, the percentage of long-tem 
loans was low presuiaably because of three reasonss one, 
fixed asset financing was siaallj two, equity base was 
in the process of being created; and, three, time lag 
involved in negotiating for long-term loans. In the 
second and third years, as these conditions changed, 
there was ^arp rise in the percentages of long-term 
loans# But in the fourth year, the percentage increase 
in long-term loans slowed down presumably becausei one, 
percentage incr^^se in short-term loans; two, decrease 
in the i«te of fixed asset financing; and, three, high 
degree of risk involved in further increase in leverage 
ratio. 


Limited increase in the percentage of long-term 
loans in the fourth year might be indicative of their 
future trend* In future years, additioiial financing 
of fixed assets might decrease and that of current assets 
might increase with the increase in volume of operations* 
Cinder these conditions, the. percentage of long-term loans 
might decrease relatively as against short-term loans. 

♦In 1963-64, the percentage of long-term loans in 1333 
more matured companies was 18.7# jg^# * Finances of 
Indian Joint Stock’ Oempanies, 1963-64*, ||g.§,§ivg,j^a^ 
of India Sulletlfl # Hovember 1965. ;Cablo 13, p.l706. 
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Preference Share Capital 

Table T*8*2* indicates that during the four-year 
period, the percentages of preference share capital werei 
8*7 per cent in the first year, 7,3 per cent in the 
second year, 8*6 per cent in the third year and 7*7 
per cent in the fourth year* Thus, the percentages of 
preference share capital showed a decline but its 
absolute anwunt showed an increase during the period* 

The percentages of preference share capital showed 
a decline during the period presumably because the 
percentages of short-term and long-term loans, whidi 
were small in the early years, increased faster in the 
later years of the period* This decrease in the 
percaitages of preference share capital mi^t indicate 
its future trend* In future years, increased world.ng 
capital needs mi^t lead to significant rise in short- 
term loans. Fixed asset financing and, therefore, the 
need for long-term capital might slow down* These 
might result in percentage decline in preference share 
capital. The percentage of preference share capital 
indicated by the Reserve Bank of India study is 4*8 
for the year 1963-64* This can be assumed to be tU© 

It isi therefore, reasonable to cohclude 


normal figure* 
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that the percentage of preference share capital for 
new companies unSer study mi^t also come down to this 
level in future as these companies mature* 

Net Worth 

Figures appearing in Table T.8.2* indicate that 
the percentages of net worth weres 83.6 per cent in 
the first yearj 73.0 per cent in the second year, S4.6 
per cent in the third year and 47.9 per cent in the 
fourth year. Thus the percentages of net worth ndeclined 
at an annual rate of 10.7 per cent. 

During first two years of the period, the 
percentages of net worth were very high because the 
percentages of debt capital were small. But in the last 
t\fO years, the percentages of net worth declined 
significantly. This decline was due to large percentage 
increase in the debt capital. 


♦In 1963-64, the percentage of preference share 
capital in 1933 more matured companies was 4.8. jgf. 
’Finances of Indian Joint Stocls Companies, 1963-64*, 
Beserve Bank of India Bulletin, November 1965. 

Table 13. p. 1706. 





If the perc®,tage of net worth for existing 
companies is tak« as normal, the percentages of net 
wrth in new companies were above the nonaal daring 
first two years and below the normal during last two 
years of the period,* After some years of operation, 
the percentage of net worth in new companies is likely 
to move up to reach the normal figure. This is likely 
to happen with rise in volume of operations, profitability 
and retained earnings as these coi^anies mature in future. 



Gross fixed assets as percental® of total gross 
assets of new coa^anies were* 35»5 per cent In the 
first year, 61,6 per cent in the second year, 74,3 
per cent in the third year and 67,1 per aeiit in the 
fourth year. On the other hand, long-term capital as 
percentage of total capitalization of these companies 
were* 87,4 per cmt in the first year, 86,3 per cent 


■fin 1963-64, the percentage of net ix)rth in 1333 more 
matured companies was 55,3, cf , ‘Finances of Indian 
Joint Stock Companies, 1963-64*, Reserve Baiik of Irsdiij^ 
Bulletin . Iov0mber*1965, Table 13* p# 1706, 
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in the second year, 80*2 per cent in the third year and 
74.6 per cent in the fourth year** During the four-year 
period, long-term capital was more than the fixed asset 
investment* ®ie difference between the two percentages 
was as high as 51 in the first year| but it narrowed 
down sharply during second, third and fourth years* fhis 
is more clearly shown in figure P*8.2. 

In the first year the difference between long- 
term capital and fixed assets was very largs pres!i 3 »bly 
because of a^re time lag involved in the acquisition 
of fixed assets* In the second and third years, the 
difference between the two narrowed dom as capital 
expenditure went up* 


’^Percentage® have been calculated from nppondix A*l# 



Percentage of CapiializaHon 




Figure. F. a. 2. : Uelaiionship Between Fixed Assets 
and Long-Term Capital 



Liabilities and Net mrfk : 
Long-Term Capital 
Current Liabilities 



Assets- 

Gross Fiy^ed Assets 
Current Assets 
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In future current assets are likely to grow 
faster than fixed assets with the rise in volume of 
operations. Iherefore, decrease in the percentat,® of 
fixed assets in the fourth year is perhaps indicative 
of its future tr^d. But the percentage of long-term 
capital mi^t not fall significantly in future years 
because the increase in retained earnings might offset 
the increase in current liabilities. !Ehis conclusion 
regarding the percentage relationship between fixed 
assets and long-term capital also tallies with the 
relation^ip in store matured cou^anies.'^ 

Farther, in fifty seven new companies the 
coefficient of rank correlation between the size of 
fixed assets and long-term capital works out to + 0.98. 
This is Indicative of high degree of positive correlation 
between long-term sources and uses of funds during the 
four-year period. 


*In 1963-64, the percentages of gross fixed 
assets and long-term capital were 54,8 and 67,6 
respectively In 1333 iK>re matured coi^)anies. jsJ, 

* Finances of Indian Joint Stock Companies, 1963-64*, 
Bank r>f> -fnaia Bulletin. lovember 1963. 

Table 13. p, 1706. 
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Bius, from th© analysis of capital structure of 
all ne¥ companies during first four years of their 
existence, five conclusions emerges One, the leverage 
ratios showed a steady rise during th© period* In other 
words, new companies were started with small debt but 
by the end of the fourth year, the proportion of debt 
increased significantly* Two, short-term and long-term 
loans showed a steady rise during the period but the 
growth rate of long-term loans was higher as compared 
to growth rate of short-term loans* But as these 
companies mature further this trend is likely to get 
reversed. Three, the proportion of net worth showed 
a steady fall during the period. This again is likely 
to get changed in future. Fourt, long-term capital 
was greater than the gross fixed assets during all the 
years of the period. ISiis trend is likely to continue. 
Five, there was a very high degree of positive 
correlation (r » + 0.98) between the size of fixed 
assets and the size of long-term capital in the fourth 
year of coaipanies* existence. 



iS afilM According to size of Companies 


Out of total fifty seven new companies, there 

were fifteen small size companies (with total gross assets 

up to as# 50 lakhs at the end of fourth year), thirty seven 

medium size companies (with total gross assets between 

Sis# 51 lakhs to Bs# 600 lakhs at the end of fourth year) 
five 

and/large size coBipanies (with total gross assets above 
&#500 lakhs at the end of fourth year)# Table T*S*3# 
contains figures relating to aggregate balance-sheets 
and Table T#8*4# contains figures relating to capital 
structures of three types of coi^anies# 






fable f*8.3,s Aggregate Balaaee-^cets o.t .ama ll. Mediuaa and 
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Leverage Ratios 

Table T«3*S* contains figures relating to 
leverage ratios in three types of companies daring 
the period. 

Table T»8*5«s leveraKe Ratios 

s 


Types of con^anies 

MHi 

BBI 


B 

“TTif 

1 


1*39 

1.63 

1.88 

1.77 

Mediim size cos^anies 

1*20 

1.47 

1.90 

1.98 

Large size (Ksnipanies 

1,03 

1.23 

1.75 

2.24 


’^'Calculated from fable T*8*4, 


Figures appearing in Taols T.S.g. indicate that 
the leverage ratios were different in three types of 
companies during the four-year period. These ratios 
in three types of coipanies are more clearly shown in 
Figure F.S.3. 






Figure. F. 8-3 : Leverage RaHos fn Small ^ 
Medium and Big Companies 
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Table T,S,5* and Figure F.8.3, show that in small 
size companies y leverage ratios moved upward during first 
three years of the period and downward in the fourth year. 
In aedium and large size companies, leverage ratios showed 
a steady rise but the rate increase slowed down in the 
fourth year in medium size a>s5)aiiies. Linear growth rates 
of leverage ratios in small, medium and large size 
companies were 10,4 per cent, 16,2 per cent and 29,9 per 
cent per annum respectively, 

AS between small size companies on the one hand 
and medium and large size cooqpanies on the other, 
leverage ratios declined in the fourth year in the 
former case as against an increase in the latter case. 

In small size a>i^anies, decline in leverage ratio in 
the fourth year might be due to increase in retained 
earnings and additional issue of ordinary ^ares on the 
on® hand and the r^ayment of short-term and long-term 
loans on the other,* But this trend mtght change in 
future with the decrease in* additional share issues and 
increase in short-term loans* 

♦Vide, Appendix A#3» 

'♦In 1962-63, leverage ratio in 1015 small size public' 

limited cosii|»aales was 1*96 (against 1,8^ in mediuia and 

largo size companies, og, cit. p, 173), Though the 

( Coat . ) 
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4s between medium and large size companies, 
Increase in leverage ratio slowed down in the fonrth 
year in medina size cos^anies as against uniform increase 
in large size companies in this year. 3?his mii^ht be due 
to increase in retained profits and slowing down of long- 
term borrowing in the fourth year in medium size 
companies* But in large size companies, need to finance 
fixed and current assets continued be high**’*' Because 


basis of classification of cou^janies into different 
size groups is iM.ffereat in two studies, it can be 
taken as indicative of leverage ratios in small 
companies* jf# ‘Finances of Small Public Idbmited 
Cotz^anies, 1963^3* , Reserve Bank of India Bulletin* 
October 1964# faole S# p# 1^* 

♦Tide, Appendix A*6* 

♦♦Rate of Iiutreases in Oross Assets (Percentages) 



~T II 1 

1 yearJL 

'III 

year 

1 IT 
i year 

Small ooii|>anies 

36 

33 

16 

Hediia coi!g»anies 

41 

65 

32 

Large coii 5 >anies 

350 

93 

52 


Hotel Calculated from Appendices A*3*, a* 6* and 


A#9# 



of large foreign exchange requirement in. their case, 
increased percentages of long-term loans were raised 
from foreign collaborators and other foreign agencies** 
Large percentage of these loans might have caused a 
decline in the proportion of net worth* Besides, these 
companies contracted short-term loans in order to meet 
increased current asset requirements in the fourth year* 
1!hus, high percentage increase in debt capital raised 
leverage ratios in large size companies during the four- 
year period* 

It emerges, therefore, that the sise is an 
important factor in influencing the leverage ratios in 
the early years of a coB^any»s life. In small size 
companies, increase in leverage ratios might stop earlier 
as coaq;)ared to medium and large size companies. Further, 
leverage ratios might rise hi^er in large size 
compaides as against small and medium size c»>mpanles 
in the early years* However, medium size companies 
took the middle position* 

8hort-ferm LoaM 

The percentages of short-term loans in the^ 
capital structures of small* medium and large size 


♦Vide, Appendix A.9* 



193- 


companles werei 13.1 per cent in the first year, 14.3 



loans. They declined in the fourth year. Medium size 
companies increased the percentages of short-term loans 
in the third and fourth years* I»arge size coapanies 
increased this percentage in the fourth year* 








AS betwesE medium and large size coB^anies, 
medliim companies raised hi^er percentat^e of sliort-term 
loans in the third ycari in the fourth year the rate of 
increase slowed down* It mig^^t be due to increase in 
operations in the third year causing increased percentage 
of ^ort-term loans* This increase continued in the 
fourth year and the percentage (20*1) reached aXarost to 
normal level obtained by more matured coa^^anies,*** But 
large companies with longer gestation period miiJit have 
started operations in ISie fourth year, ©lerefore, the 
percentage of ^ort-term loans during first three years 
remained limited in their ease, fhe peremtage of 
short-term loans mi^t rise in future with the increase 



♦Vide, Appendix A«3# 

**In 19S2-63, the percentage of short-term loans in 

1016 *«11 


public Limited Coi^anies, 1962-63* , 



India BuUetin, October 1364. Table S 


p, 1265. 


*♦♦21.2 per cent* 
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In volume of operations in large size coa^janies, 

Thm, small size con^anies raised higher 
percentage of short-term loans earlier than medium and 
large size companies. This increase continuod up to 
third year and it declined in the fourth year. Medium 
size companies raised higher percentage of siiort-term 
loans in the third year but the rate of increase slowed 
down in the fourth year. Large size companies speeded 
up the increase in the percentage of short-term loans 
in the fourth year indicating further increase in future 
with the increase in volume of operations* 

Ii0»l 

fhe percentages of long-term loans in the capital 
structures of soalli medium and large size companies 
were! 9#S per cent in the first year. 18,4 per cent in 
the second year, 21.0 per cent in the third year and 
18*7 per cent in the fourth year in small size companies} 
1*5 per cent in the first year, 14.2 per cent in the 
Second year, 22.1 per c^t in the third year and 22*0 
per cant in the fourth year in medium size cos^aniesj 
and nil in the first year, 15.0 por cent in the second 
year, 32*2 per cent in the third year and 36.6 per cent 
in the fourth year in large size coi^anies. 
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AS against medima and large size companies put 
together, small size con^janies started with higher per* 
centage of long-term loans. This might be due to the 
fact that the payments for fixed assets might have come 
up earlier in their case* 

AS against an increase in large size coj^aaies, 
the percentage of long-term loans in small and medium 
size companies declined in the fourth year. This again 
might be due to the fact that small and medium size 
coi^anies might have started paying for fixed assets 
earlier and by the end of third year additional 
financing of fixed assets mi^t have slowed do^oi causing 
decrease in the percentage of long-term loans in the 
fourth year. But in case of large size compar-ies, the 
percentage of long-term loans continued to rise 
presumably because they paid for fixed assets after a 
longer gap. 

Further, as between small and medium size co^antes, 
the percentages of long-term loans were higher in small 
size companies during first two years of the period. 

They were hi^er in medium size companies during last 
two years of the period. !lSie percentage (13*7) fgr small 
size compa;ilcs might rise in future. Additional financing 
throu^ ordinary shares by small size cos^anics in the 
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fourth year might provide an opportunity to them in 
future to finance further needs through long-term loans. 

Thus it can he concluded that small size coa^anie#^ 
started with higher percentage of long-term loans isBiiich 
declined in the fourth year. Medium size coiapanies 
raised the percentage of long-term loans in the second 
year, declined in the fourth year# Large size 

companies showed a steady rise in the percentage of 
long-term loans during the period* The time lag involved 
in acquiring the fixed assets in three types of ^con^janies 
might be an important factor influencing the trend of long- 
term loans in the early years# 

Preference Share Capitajl 

Table T.8#4. indicates that the percentages of 
preference share capital in ^sall, medium and large size 
lyrna purt i wares I5«2 per cent in the first year, 6#0 per 
cent in the second year, 6#5 per cent in the third year 

*1# ?id®, Appendix At3# 

2# In 1962-63, the percentage of long-term ^oans in 1016 
s»nall public limited companies was 26#7* ‘Finances 

of 1 Public, Limited Companies, 1962-63*, , ir®s , §g , e 

nf India Bulletifl # October 1964, Table 6, p.l28S# 
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and 10*5 per cent in the third year in small coigpanies; 
10*4 per cent in the first year, 9.8 per cent in the 
second year, 8.6 per cent in the third year and 7.5 
per cent in the fourth year in medium companies} and 
ail in the first year, 3*8 per cent in the second year, 

8.7 per cant in the third year and 7*6 per cent in the 
fourth year in large con^anies. Ihus, during the four 
year period, the percentages of preference share capital 
showed a steady rise in small size companies? steady 
decline in medium size coa^janies? and an increase in the 
second and third years and a decrease in the fourth year 
in large size companies* 

Steady rise in the percentages of preference share 
capital in small size companies might he because they 
found it easier to raise long-term capital throu^ 
preference i^ares than throu^ other sources* But this 
percentage (10*5) ad^t sharply decline in future with 
further increase in retained pjxjfits and the ability of 
these companies to pioduce good securities for contracting 
short-tem and long-term loans** 

♦In 1968«§3, the percentage of preference share capital 
in 1015 small public limited co^anies was 2.0. 

•PinancM of aaall 'Pal'Uo llndtod Cojpanlos, 1962-63', 
..nt Of indl* BamtlB. October 1964. leble S 

p* 1255.« ^ 
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Steady decline in the percentages of preference 
share capital in aedium size coa^janies and the percentage 
decline in the fourth year in large size coa^aiiies aiight 
be indicatire of their future trend.* 

Net worth 

The percentages of net worth in the capital 
structures of small, medium and large size cos^anies 
were* 71.9 per cent in the first year, 61.3 per cent 
in the second year, 63.3 per cent in tlio third year and 
56.4 per cent in the fourth year in small size ccmpaniesi 
83.0 per cent in the first year, 68.5 per cent in tiie 
second year, 52*7 per caat in the third year and 50.4 
per cent in the fourth year in mediom size coB^anies; 
and 96.9 per cent in the first year, 81.2 per cent in 
the second year, 57.1 per cent in the third year and 
44.7 per cent in the fourth year in large size companies. 
The arniual rates of decreases weres S.4>per cent, 9.3 per 
cent and 13.5 per cent in small, medium and large size 
companies respectively. 

♦In 1963-64, the percentage of preference share capital 
in 1333 medium and large con^anies was 4.8. 

‘Finances of Indian J^int Stock Coii^anies, .1963-6.4* 
I^eserve Bank of In dia Bulletin. November 1965. Table 13. 


p. 1706 
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As against steady fall in the perc®titages of net 
worth in medluiH and large size companies, the percentages 
of net worth decreased during first three years and 
increased in the fourth year in siaall size companies* 
Increase in retained profits and fresh issue of ordinary 
shares on the one hand and a decline In ^ort-term and 
long-term loans on the other mi^t have caused an 
increase in the percentage of net worth of small size 
companies in the fourth year** Ihis percentage (56*4) 
mi^t move downward in future with an increase in loans 
and decrease in additional issue of ordinary shares, and 
thus reach nearer to norrol level indicated hy more 
matured companies.** 

In medium and large size coapaaies, the percentage 
decline in net worth slowed down in the fourth year* 
However, the percentage decline was simller in case of 
medium size conpanies**** ©lis was caused larg^y on 

* Vide, Appendix A*3# 

♦♦In 1962'«*63» the percentage of net worth in 1015 small 

public limited companies was 51*0# jgf* i SWilfi 2X 

India Bulletin. 1964. Table 5* p*1356* 

♦♦♦In medium cospanies, the percentage dedine in the net 
worth was 4#3 per cent in the fourth year and ^.1 per 
cent in the third yean in large co^anieb, It ^ias gL,7 
per cent in the fourth year aghast 30 per cent in the 


th|.rd’ year.' jC# Tatle T#8*4#, , gIS£S » 



cc unt of rise in short^tena loans in thsse c 20 !ii|>anios* 

But in large size coiapanies, since the percentages of 
both long»t 03*01 and short-teifa loans continued to rise in 
the fourth year, the percentage of net worth declined 
more sharply in these companies in the fourth year** 

bmall decrease in the percentai-e of net >^rth in 
the fourth year aiij^t indicate that in medium size 
companies^ the percentage of net worth mi^t mofe upward 
in future to reach noimial figure* But large size coii^anies 
might take longer time to reach normal leyel indicated by 
more matured companies*** 

ihus, In the fourth year the percentage of net 
worth was hi^er in small size coa^janies as coa^ared to 
medium and large size companies. But in future, this 
position mi^t get reversed presumably because the 
percmtages of retained piofits are large in medium &aA 
large size con^anies as coaqpar^^ to small size coBQjanies**** 

♦fide fable T#8*4*, and Appendices A#6' and A*9* 

♦♦55*3 per cent* jgJ[* Reserve.... ]^.nk. ...of . .India Bulletin. 

lovealber 19©5, fable 13# p# 1706* jgR* P«180* 

♦♦♦la 196S-83, profits retained as percentage of piroflts 
after tax were 1S*7 per cent in 1016 small coi^anies 
and 3@#2 per cent in medium aM large coii^anies* jg|# 
•Finances of Small Public Iiimlted Co^anies,196a-63’ , 
I^e 8 a 2 *ve Baiak-of Indi a Bulletin* October 1964* fable ,8* 

p* 1259* 
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Above analysis of capital structures of small, 
medium and large size companies leads to three conclusions s 
One, in the fourth year, levera^je ratios showed an upward 
trend in meditaa and large size coa^anies and downward in 
small companies. But these ratios might get dianged in 
future, with faster increase in retained earnings in 
medium and large companies and faster increase in short- 
term and long-term loans in small size companies, as 
indicated by the capital structure of more matured 
coiiq?anies,’*‘ Two, because of differences in gestation 
periods in three types of coa^anies, percentages of short- 
term and long-term loans went up earlier in size 

coE5>anies, followed by medium and large size companies# 

By the end of the fourth year, the percentages of long- 
term loans started declining in small and medium size 
cosQjanles} they might decline further in future in large 
size companies also, three, all the three types of 
companies started with high percentages of net worth, 
but it was hipest in large size companies, followed by 


•Ketained profits as percentage of profit after tax 
were 15*7 per cent in small ctm^emies and £@.2 per cent 

in medium and large companies. -Beaerge. Baals of .India' 

BulH^tih * October 1064. a^ble 8. p. 1^9# 5 ®. p, aoi. 
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medixam and small size companies. By the end of the 
fourth year, this position got reversed and siaall size 
companies had the highest percentage of net wrth, 
tollowed by medium and large size companies. The 
percentages of net ■worth might again rise in future 
in medium and large size companies and decline in small 
size companies in order to reach the normal. 

Iflius, size of coiiapanies is an. important factor 
causing differences in their capital structures in early 
years of operation* 






Liabilities and let Wbrth 



Loans from banks 

60 

163 

633 

1294 

Loans from others 

41 

66 

213 

325 

Trade creditors 

94 

283 

510 

801 

Provision for tax 

10 

40 

34 

100 

Other current liabilities 

25.6 

143 

279 

323 



Debentures 10 11 10 96 
Bank laortgages • 35 310 286 
Loans from finance Corpns, 13 2 ^ 424 413 
Fixed deposits 2 12 31 41 
Loans from Government - 20 31 31 
Other long-term loans 4 250 1223 1966 



Ordinary share capital 1432.7 3400 4316 6073 

Cr# balance of P&L a/c 9 18 11 17 

Capital reserve » • 16 62 

General and other reservcai -• ID aS 109 

Development rebate reserves 6 80 128 200 

reference share capital 141 330 656 786 



Grand total 


1343.3 6131 8799 laOSf? 


Appendix A.l*s (Continued 



Inventories 

121 

399 

1189 

2082 

Sundry debtors 

24 

94 

136 

439 

Cash and bank balances 

63^.7 

985 

410 

620 

Loans and advances 

332 

341 

355 

78S 

Other current assets 

16 

78 

60 

14 



Gross fixed assets 622 3074 6431 8086 

Less depreciation 3 39 164 577 

Met fixed assets 619 3045 6267 7509 

Inrestments 1 19 26 26 



Grand ICotal 


1843.3 ' 6731 8799 12027 
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lote* 


(1) Otlior current liabilities include* 

^clalaed dividends, unpaid wages and 
other current liabilities not classified 
else^aere. 

(2) Other long-teiro loans include* long-term 
loans from managing agents, managing 
directors, secretaries and treasurers, 
9 *S#a«I.D*, Viorl Bank, Sxport-Iniport 
Bank, foreign collaborators and other 
long-term loans not classified elseTi^ere* 

(3) Other current assets include* marketable 
securities and other current assets not 
classified ^se^ere* 

(4) Investments relate to long-term Investmwfcs 
^ich are iwt meant for re-sale, vis .. 
inter-eoQ^an^ investments. 
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Appendix A*2*s Statemen t of Balanee-Sh.>ftt Changes oj 

Mew Comaanifts 


Liabiiitiss and Met Worth 


In lalshs) 


Years 


;urren1 


Loans from hanks 
Loans from others 
Trade creditors 
Provision for tax 


50 

113 

420 

711 

41 

25 

147 

112 

94 

189 

227 

291 

10 

30 

6 

66 

25.6 

117,4 

136 

A A 


Debentures 

10 

1 

1 

85 

Bank mortgages 

nAl 

85 

2S5 

76 

Loans from finance Coipns, 

18 

262 

144 

6 

Fixed deposits 

2 

10 

19 

10 

Loans from Government 

nil 

20 

11 

nil 

Other long-term loans 

4 

246 

973 

743 


Ordinary sfoare capital 1432 
Or# balance of P&L a/© 9 

Capital reserve nil 

General and other reserves nil 
Development rebate reserves 6 
Preference share capital 141 


1432.7 1967.3 
9 . 9 

nil will 
nil 10 


Grand Total 


1843.3 3288.7 3668 3228 
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Appenfiix A.2.S (Continued) 


(Ss. In lakhs) 

Assets and Losses 



if 

Years 




L 

I 

II 


I? 

Current Assetss 






Inventories 


121 

278 

790 

393 

Sundiy debtors 


24 

70 

92 

253 

Cash and bank balances 


634,7 

350,3- 675 

210 

Loans and advances 


332,1 

, 9 

14 

430 

Other current assets 


16 

62 - 18 

4i3 



11^.8 


3P? 

12M _ 







Gross fixed assets 


622 

2452 

3357 

1656 

Less depreciation 


3 

26 

135 

413 

Het fixed assets 


619 

2426 

3222 

1242 

Investments 


1 

18 

7 

nil 



620 

0^44 

tC/lSriSSrX 

3239 

1242 

Loss and Sxpen.seit 






Losses 


SS 

17 

137 

242 

Deferred expenses 


67,5 

57.5 

- 1 

4 



96.5 

74.6 

1^ 

- ^ 

Grand Total 


1843.3 3286,8 3669 

3228 



IijLsibjLXitles and Hat Worth 



Loans from banks 

5 

11 

zi 

23 

Loans from others 

15 

20 

26 

21 

Trade creditors 

12 

12 

11 

19 

Provision for tax 

2 

2 

3 

6 

Other current liabilities 

8 

^ 7 

15 

11 



Bebenturas 10 11 10 10 

Bank mortgages nil nil nil nil 

Loans from finance Corpns* 2 23 40 38 

Fixed deposits 13 5 9 

Loans from Governasnt ail nil liii nil 

Other long-teOT loans 2 3 3 nil 



Ordinary share capital 151 166 185 
Or. balance of B&L a/c nil nil 2 2 
Capital reserve nil nil nil 1 
General and other reserves nil nil ’ nil 2 
DevelopiB«it rebate reserves 1 1 5 7 
Preference share capital ■■ 8 13 18 38 



Grand Itotal 


186 267 331 


366 



Appendix A«3*i (Continued) 


— — in lald is) 

Assets and Losses 

I ' Years 

I — I n III IV 


.Current Assets t 

Inventories 

Sundry debtors 

Cash and bank balances 
Loans and advances 

Other current assets 

23 

1 

37 

23 

1 

35 

3 

39 

12 

nil 

n 

64 

3 

38 

28 

nil 

58 

14 

32 

36 

nil 


- 90 

I 89 




llA'§d,,„4§sgjfcSi 

Gross fixed assets 

85 

154 

182 


Less depreciation 

nil 

5 

15 

28 

Net fixed assets 

85 

149 

167 

201 

Investments 

niS 

nil 

nil 

nil 


m 



201 


Losses 

7 

14 

19 

19 

deferred eipenses 

4 

5 


6 


11___ 



- 26, 


186 

2&7 

331 

366 


drand !l^tal 





Loans from banks 
Loans fron others 
trade creditors 
Provision for tax 
Other current liabilities 


5 6 

IS 6 

12 nil 
2 141 

8-1 




Debentures 10 ; 

Bank aiort gages nil nil 

Loans from finance Corpns# 2 21 

Fixed deposits 1 2 

Loans from Government nil nil 

Other long-tem loans 2 1 


■ 1 

nil 

17 

2 

nil 



Ordinary share capital 120 31 IS 1 

Cr. balance of P&L a/c nil nil 2 nil 

Capital reserve nil nil nil 

General and otdier reserves nil nil nil 

Development rebate reserves 1 nil 4 

Preference share capital 8 S S 14 



Grand Total 


186 


71 


^4 


35 


mmf^ m M w ml 
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Appendix At4»i (Continued) 


— — 

Assets and Losses 


1 


Years 



-X,, 

II III 

IV 


■Sar.?:Q^t Assess* 


Inventories 

23 

12 

29 

- 6 

Sundry debtors 

1 

2 

5 

6 

Cash and banJfc balances 

37 

2 

• 1 

• 6 

Loans and advances 

28 

- 16 

16 

8 

Other current assets 

1 

• ' 1 

nil 

nil 


90 







£lr,s.§l.i.gsa.l§< 





Gross fixed assets 

35 

69 

28 

47 

Less depreciation 

nil 

5 

10 

13 

Het fixed assets 

85 

64 

13 

34 

Investments 

nil 

nil 

nil 

nil 


85 

.M— 




Loss and Expenselt 


Losses 

7 

7 

5 

nil 

Deferred expenses 

4 

1 

2 

- 1 


11 

8 



Grand Total 

136 

71 

74 

35 



Total 0s®» 











Liabilities and let Worth 


years 


Loans from banks 

46 

162 

509 

308 

Loans fiom others 

20 

46 

168 

241 

Trade creditors 

32 

230 

411 

494 

Provision for tax 

7 

33 

29 

94 

Other current liabilities 

16.5 

1 c 

'66 

213 

' -I 

229 

1 


Debentures 

Bank laortgages 

Loans from finance Corpns. 

Fixed deposits 

Loans from Goirernment 

Other loag**tera loans 


nil 

nil 

nil 

86 

nil 

86 

^3 


16 

207 

334 

335 

1 

9 

26 

32 

nil 

20 

31 

31 

2 

47 

214 

330 


Ordinary ^are capital 
Or* balance of Ptt a/c 
Caoital reserve 
General and other reserves 
Development rebate reserve 


1118.7 

1844 

2200 

2547 

9 

12 

5 

3 

nil 

nil 

9 

60 

nil 

10 

26 

107 

6 

19 

121 

191 

133 

264 

360 

392 


1465.2 3034 4889 6310 


Grand fOtal 












LialJiiities and Hat litorth 



Loans from banjos 45 107 357 ^9 

Loans from others 20 26 122 73 

frad© creditors 82 148 181 S3 

Provision for tax 7 26 4 6S 

Other current liabilities 16*6 49.6 147 16 



Debentures 

nil 

nil 

nil 

85 

Bank awrt gages 

nil 

86 

20s 

43 

Loans from finance Corpus. 

16 

191 

127 

1 

Fixed deposits 

1 

8 

17 

6 

Loans from Governmwt 


20 

11 

nil 

Other long-term loans 

2 

46 

167 

116 




Ordinary share capital 1118 »7 

Cr* balance of P&L a/c , 9 

Capital reseivo nil , 

General and other reserves nil 
eeV0lop»«it rebate reserve 6 
Preference share capital 133 


726.3 366 

3 7 

nU 9 

10 16 

14 102 

121 96 


347 

3 

41 
31 
70 

42 



Grand !Potal 


1465.2 1678.8 1806 1^1 




230. 


Appendix A*7#j (Continued) 

— {Pg,,_ln laMis) 

Assets and Losses 


p- — 

Years 


L I 


■PiMl 


Cuj-gent Assets t 


Inventories 

98 

248 

049 


Sundry debtors 

23 

68 

82 


Casli and bank balances 

664.7 

- 177.7- 

. 130 

173 

Loans and advances 

164 

nil 

69 

56 

Other current assets 

15 

20 

nil 

22 


__ 864.7.. 

138.3 

■370, 

.asa 

£|g.a,.4gg.i|jg,* 





Gross fixed assets 

522 

1434 

12^ 

567 

Less depreciation 

3 

21 

125 

236 

Met fixed assets 

519 

1413 

1104 

321 

Investments 

1 

3 

7 

nil 


S2D 1.416 ...SaL- 


Losses and Ixp.ens.e§» 


Lo sses 

19 

12 

127 

52 

Deferred expenses 

61.6 

12.5- 

3 

5 


70*6 

. . ..M*5 

.SZ_ 

1455.2 

1578.8 1905 

1371 


Grand Total 




Depreciation 3 
Development Rebate Reserve 5 
Reserves, Provisions and 16 
Surpluses 

Other Internal Sources nil 



Share Ist-ues 
Long-Term Debts 
Short-Teira Debts 


Total Sources 




Inventories 
Sundry Debtors 
Cash and Bank Balances 
Other Current 0ses 


23 

565 

179 



ttotal Uses 


1 - 


gov Statemmt of 
inies 


years 




III 



21 

125 

236 

14 

102 

70 

39 

26 

190 

198 

*> 

133 

22 

- - ^.2, . 

383 

518 

846 

452 

339 

349 

530 

261 

330 

807 

471 

1525 

.1789 

nil 

1797 

2174 

1629 


248 

Q4B 

542 

68 

82 

244 

nil ’ 

nil 

173 

20 

69 

66 

SSST* 

""'ISO 

"1015“ 

1487 

1236 

657 

24 

13S 

67 


1797 2174 1629 
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Appendix A,9 .j Balanf>A..qho^-t- 

Mrke 5i;. e 'comn.'tniL^ 



■gUErent Llabi:^;it|^fi, 

Loans from banks 
Loans from others 
Trade creditors 
Provision for tax 
Other current liabilities 


nil 

nil 

47 

463 

6 

nil 

19 

63 

nil 

41 

88 

288 

1 

, 6 

2 

nil 

1 

70 

51 

33 


i ag. 307 


Lonf^-^Term I^oanffi 


Debentures 

Bank mortgages 

Loans from Hnanee Corpns. 
Fixed deposits 

Loans from (SoveraB^t 
Other long-»tenffl loans 

nil 

nil 

nil 

nil 

nil 

nil 

nil 

nil 

SO 

nil 

nil 

200 

nil 

17 

60 

nil 

nil 

1006 

nil 

50 

45 

nil 

nil 

1636 

ail 

250 

1073 

1731 

ganital and Surplust 





Ordinary share capital 

194 

1405 

1949 

2341 

Cr* balance of RSL a/c 

nil 

6 

4 

7 

Capital r^erve 

ail 

nil 

6 

11 

General and other reserves 

ail 

nil 

nil 

nil 

Developawat rebate reserve nil 

nil 

2 

& 

Preference share capital 

all 

63 

2ISS 




JL474 

. 2249, 

_27^ , 

202 

1840 

3^ 

5351 


Grand Total 
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Appendix A.9.1 (Continued) 

— (it. in lalihe) 

Ass0*fcs snii liOssBs 

I Years 


JS.l££eM Assetsi 

Inventories 

Sjandry debtors 

Cash and bank balances 
Loans and advances 

Other current assets 

1 I 

II 

III 

IV 

nil 

nil 

33 

140 

nil 

18 

nil 

679 

166 

43 

130 

6 

135 

94 

25 

437 

S 

178 

460 

1 


173 

^^6 

339 


Ii35:ed Assets! 





Cross fixed assets 

16 

964 

3064 

4116 

Less depreciation 

nil 

nil 

nil 

164 

Net fixed assets 

16 

964 

3064 

3951 

Investments 

nil 

16 

16 

IS 


is 

979 

.3079 

S9S6 

Losses .and.Sxpensest 





Losses 

2 

nil 

6 

195 

Deferred es^enses 

12 

66 

56 

66 


- , 14 

- 

31 

251 

Grand fotal 

202 

1840" 

3529 

6361 



Liabilities and Net Vksrtb 



Loans from banks 

nil 

nil 

47 

416 

Loans from others 

6 

6 

19 

"UOS 

Trad© creditors 

nil 

41 

47 

200 

Provision for tax 

1 

4 

- 3 

- 2 

Other current liabilities 

1 

’ 69 

- 19 

3 ^ 




Debentttre# nil 
Bank mortgages nil 
Loans from finance Corpus, nil 
Fixed deposits nil 
Loans from Government nil 
Other long-teim loans nil 


nil 

nil 

50 

nil 

200 


nil nil 

17 33 

nil •• 5 

ail nil 

nil nil 

806 62^ 
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Appendix A«10«j (Contiaued) 


in laMis) 


Assets aijd Losses 



T 

Years ' 
- II 

III 

IV 

Current Assetsi 





Inventories 

Sundry debtors 

Cash and bank balances 
Loans and advances 

Other current assets 

nil 

nil 

33 

140 

nil 

IS 

nil 

646 

25 

43 

112 

5 

- 71 

- IS 

367 

3 
43 
366 
- 24 



. 632 

- ._416 _ _ 746 







Gross fixed assets 

Less depreciation 

16 

nil 

949 

nil 

2100 

nil 

1061 

164 

Net fixed assets 
Investments 

16 

nil 

949 

16 

2100 

nil 

887 

nil 


15 

^4 


887 

&hd ixpensest 





Losses 

Deferred expenses 

2 

12 

- 2 

AA 

6 

nil 

190 

nil 



-M . 



190 

Grand Sotal 

% 

202 

163S 

1639 




Depreciation nil nil nOL 164 

Development Bebate Reserve nil nil 2 nil 

Reserves , Provisions anc3 1 10 6 8 

Surpluses 



Share Issues 194 1274 769 466 

Long-Tem Debts nil 1^0 823 663 

Short-fena Debts 7 110 113 692 



Total Sources 202 1646 2246 2017 



Inventories 
Sundry Debtors 
Cash and Bank Balances 
Other Current Dses 




Total OSes 


2017 
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